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HEARING ON FEDERAL STUDENT LOAN
PROGRAMS

TUESDAY, MAY 23, 1995

HOUSE OF REPRESENTATIVES, SUBCOMMITTEE ON OVER-
SIGHT AND INVESTIGATIONS, COMMITTEE ON ECONOMIC
AND EDUCATIONAL OPPORTUNITIES, Washington, DC.

The subcommittee met, pursuant to call, at 1:30 p.m., Room
2175, Rayburn House Office Building, Hon. Peter Hoekstra, Chair-
man, presiding.

Members present: Re%lsesentatives Hoekstra, Barrett, Ballenger,
Cunningham, McKeon, Weldon, Goodling, Sawyer, Roemer, Scott,
Green, and Reynolds.

Staff present: Emilia DiSanto, Professional Staff Member; Der-
rick Max, Professional Staff Member; John Straub, Budget Analyst;
Leigh Lanning, Legislative Assistant; Sally Stroup, Professional
Staff Member; and Richard Jerue, Professional Staff Member.

Chairman HOEKSTRA. The subcommittee will now come to order.

Good afternoon. I'd like to welcome all of you for this meeting of
the Oversight and Investigations Subcommittee to discuss the in-
volvement of the Federal Government in the student loan process.

Student access to higher education is an iraportant issue, par-
ticularly as the job market requires increased education for hiring.
Forty or 50 years ago, few people needed more than a high school
diploma to provide for his or her family. This is not the case today.

any employers consider a college degree a prerequisite for em-
ployment, and a graduate degree is becoming increasingly essential
to land a job in several careers.

With this being the case, access to a college education is a con-
tinuing concern ?or students and their families and for this Con-
gress. Tuition costs at many public and private colleges and univer-
?iitie?i have increased far faster than the inflation rate over the past

ecade.

As a result, a large percentage of students now must borrow
money to continue on to college or graduate school. It is a very ex-
pensive proposition.

Over the years, many vehicles have emerged to help students
and families obtain the necessary funds to continue higher edu-
cation. Two years ago, Congress passed legislation to initiate the
Federal Direct Student Loan Program. Today this program oper-
ates side by side with the Federal Family Education Loan Program
that has existed since 1965.

There has been fierce criticism over the cost of the Federal Direct
Student Loan Program over the past year or so. It is unclear just
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how much this program will cost the Federal Government in the
long run, despite early estimates of savings.

Concerns have also been raised about the direct involvement of
the Federal Government in the program. In this time of devolution
of power. and responsibility to State and local officials, it seems con-
tradictory to place a program of this magnitude firmly in the hands
of the Federal Department of Education, but then the question
arises: How private is private?

There are innate problems that exist with the FFEL today that
must be addressed. I would encourage the panelists to address the
question of Federal involvement in the FFEL compared to the Di-
rect Loan program. Must we move to a totally federally run pro-
gram just to avoid problems under the existing structure? I would
like to explore the options.

This Congress is intent on reducing spending so that our children
are not harnessed with an enormous debt. It is essential that any
Federal involvement in student loans address the needs of families
without contributing to the tax burden and long term indebtedness
of tomorrow’s families. How do we balance this?

To further focus our discussion, I'd like to reiterate the principles
that we have followed in our committee’s work:

We must ensure that the programs and regulations we over-
see: Focus on the appropriate Federal mission; work effectively
and efficiently; consistently follow Congressional intent; estab-
lish a framework for policy initiatives that will create an envi-
ronment for life-long learning and effective workplace policy;
and provide for a Federal Government role only where abso-
lutely necessary.

All that being said, I would now like to recognize my colleague
and Ranking Member, Mr. Sawyer, for his opening statement.

[The prepared statement of Mr. Hoekstra follows:]

STATEMENT OF HON. PETER HOEKSTRA, A REPRESENTATIVE IN CONGRESS FROM THE
STATE OF MICHIGAN )

Good morning. I'd like to welcome you all for this meeting of the Oversight and
Investigations Subcommittee to discuss the involvement of the Federal Government
in the student loan process.

Student access to higher education is an important issue, particularly as the job
market requires increased education for hiring. Forty or 50 years ago, few people
needed more than a high school diploma to provide for his or her family. This is
not the case today. Many employers consider a college degree a prerequisite for em-
ployment and a graduate degree is becoming increasingly essential to land a job in
several careers.

With this being the case, access to a college education is a continuing concern for
students and their families. Tuition costs at many public and private colleges and
universities have increased far faster than the inflation rate over the past decade.
As a result, a large percenta%e of students now must borrow money to continue on
to college or graduate school. It is a very expensive proposition.

Over the years, many vehicles have emerged to help students and families obtain
the necessary funds to continue higher education. Two years ago, Congress passed
legislation to initiate the Federal Direct Student Loan Program. Today this program
operates side by side with the Federal Family Education Lcan Program [or the

EL] that has existed since 1965.

There has been fierce criticism over the cost of the Federal Direct Student Loan
program over the past year or so. It is unclear just how much this program will cost
the Federal Government in the long run, despite early estimates of savings. Con-
cerns have also been raised about the direct involvement of the Federal Government
in the program—in this time of devolution of power and responsibility to State and




local officials, it seems contradictory to glace a program of this magnitude firmly
in the hands of the Federal Department of Education.

But then the t:lqiuest:ion arises: How private is private? There are innate problems
that exist with the FFEL today that must be addressed. I would encourage the pan-
elists to address the question of Federal involvement in the FFEL compared to the
Direct Loan program. Must we move to a totall{ut('edemlly run grogram Jjust to avoid
problems under the existing structure? I would like to explore the options.

This Congress is intent on reducing spendixtxg so that our children are not har-
nessed with an enormous debt. It is essential that any Federal involvement in stu-
dent loans addresses the needs of families without contributing to the tax burden
and long-term indebtedness of tomorrow’s families. How do we balance this?

To, further focus our discussion I'd like to reiterate the principles that we have
followed in our committee's work.

We must ensure that the programs and regulations we oversee:

1. Focus on the appropriate Federal mission;

2. Work effective ﬁ and efficiently;

3. Consistently follow congressional intent;

4. Establish a framework for policy initiatives that will create an environment
for life-long learning and effective workplace policy;

5. Provide for a Federal Government role only where absolutely necessary.

All that being said, I now would like to recognize my colleague and Ranking Mem-
ber, Mr. Sawyer, for his opening statement.

Mr. SAWYER. Thank you, Mr. Chairman. I appreciate your taking
the time and effort to schedule this hearing to review the status

of an enteri)rise that, in its largest sense, is important to millions
of people all across the country.

e direct lending program is about to enter its second year of
operations. Nearly 1,500 schools will participate in the program in
the coming year, representing about 40 percent of the total loan
volume in the country. Applications are being accepted for a third

year.

The issues that you raise in the light of this are all very impor-
tant. The evidence I have reviewed so far clearly suggests that the
Direct Student Loan Program is working well so far. Recent inde-

endent surveys indicate that the 104 schools that participated this
irst year were extremely pleased, rated the program as excep-
tional, and cited the faster receipt of loan funds, thereby increasing
cash flow for schools and students, {lower personnel costs], I think
quite to the surprise of a number of people, and a better under-
standing of the loan process among borrowers.

Given those high marks, I suspect that it would be premature to
make large adjustments in the planned phase-in of the program
right now. The second phase in the coming school year will give us
additional opportunity to examine the benefits of the program and
any potential problems that might arise, but I think even more im-
portantly, it will give us an opportunity to observe—Let me just
pause for a moment.

At the end of my statement, I was going to thank our colleagues,
Mr. Gordon, Mr. Petri, Mr. Istook, for being here. So before you go
running off, just let me say thank you, in the event I'm not here
when you get back.

It will give us a chance to observe and compare both lending pro-
grams in an environment of comparable loan volume. I think that’s
important in order to come to grips with those things that work
well and those that don’t in both programs, because schools con-
tinue to have the option to choose. We can explore more thoroughly
the factors that influence that choice and the relative ability of
each program to meet the needs of borrowers.
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That parallel operation under currently authorized timelines, I
hope, would allow us to gather the kind of information about the
questions that you, Mr., (%hairman, have raised and on which we
are going to have to come to informed judgments about the future
of student financial aid.

In the meantime, I hope we’ll continue to watch the implementa-
tion of the direct lending program carefully to ensure that the De-
partment is carrf'ing out its mandate in the manner that Congress
intended, as well as to monitor and compare the program’s per-
formance from both an operational and physical standpoint.

In that sense, Mr. Chairman, let me again thank you. I look for-
ward to the testimony of all of our witnesses, and I assume at this
point we can head toward the floor and get our obligations out of
the way there. .

Chairman HOEKSTRA. Well, I thought we would introduce the
first panel, and since they weren’t here, we would go right to the ¥
second panel. Thank you very much for that opening statement. :

We do have a vote on the floor on the rule. Before we do that,
any other members can submit opening statements. We can go vote
on the rule. I believe that allows then for at least two hours of gen-
eral debate. So for all of you that are eagerly awaiting this hearing,
we’ll be gone for about 15 minutes, and then we can have uninter-
rupted attention on this issue for around two hours.

So the committee will recess.

[Recess.]

Chairman HOEKSTRA. I would like to welcome the first panel. Be-
fore I introduce the first panel, I would like to yield for my col-
league from California who is going to prompt the first Panel and
introduce a witness from the second panel since he won’t be here
to introduce her at that time. Mr. McKeon.

Mr. McKEON. Thank you very much, Mr. Chairman. Not to de-
tract at all from the first panel, they are great distinguished
guests, but it’s sure nice to have somebody from out in the outer
world, and we do have Dr. Diane Ryan who works at Cal State
University Northridge in my district, achieved great notoriety and
: fame during the earthquake a couple of years ago.

N She is the Director of Financial Aid there, and has a lot of expe-
. rience in this area. I just am happy to be here to welcome her, and
apologize that I will have to leave, but I know that she will be an
outstanding witness and a good addition to this panel, and I am

also glad to see these other fistinguished gentlemen here, too.

Thank you. AL

Chairman HOEKSTRA. Thank you, Mr. McKeon.

I'd like to—I'll be very brief in my introductions of the first
panel. They are distinguished guests, I think well known to all of
us: Mr. Petri, Mr. Istook, Mr. Simon, and Mr. Gordon. 4

Welcome. We are looking forward to your testimony. We'll begin
with you, Mr. Petri.

STATEMENT OF HON. THOMAS E. PETRI, A REPRESENTATIVE
IN CONGRESS FROM THE STATE OF WISCONSIN

Mr. PETRI. Thank you very much. I appreciate the opportunity
to have a chance to make a few ioints in connection with the guar-
anteed student loan programs. I have six points to make.

Pl
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First, guaranteed loans are not a private sector program.

Second, direct lending is a public¢/private partnership.

Third, the key difference between the two is the method for pric-
ing private sector services, through a competitive bid process under
direct lending, and through a political negotiation under guaran-
teed loans.

Fourth, because direct lending is far simpler in structure, it in-
volves less bureaucracy and fewer Federal employees than guaran-
teed lending.

Fifth, the current scoring of direct lending by the CBO under-
istates, not overstates—understates its savings by billions of dol-
ars.

Sixth, if we take student loan reform to its logical conclusion, di-
reci’21 lending can be even simpler and more cost effective than it al-
ready is.

Let me touch on each of these points. First, I'd like to say that
I certainly believe I'm a privatizer, and I bow to no one in that re-
gard; but what I'd like to say here is that I would be all for a truly
private student loan program, but that’s not what we have, and for
very simple reasons.

Students use the loans to invest in human capital, but they can’t
pledge their human capital as collateral. Loans to most o them
are, therefore, too risky for private lenders. So the government has
stepped in to provide a 98 percent guaranty and serve the appro-
priate function of spreading these risks across all student borrow-
ers.

The government also determines maximum loan amounts and
eligibility, both of students and of schools, and because lenders
have no incentive to be diligent collectors of fully guaranteed loans,
partly to oversee them, the government has established a network
of guaranteed agencies that spend Federal money but are not real-
ly accountable to anyone but themselves.

Make no mistake. This is a government program and a “Rube
Goldberg” one at that. In it, the private sector performs two prin-
cipal functions, providin%ﬁapital and servicing the loans. The first
of these is unnecessary. The government can sell T-bills to the pri-
vate sector rather than providing an alternative investment vehi-
cle, student loans, with all the attributes of T-bills.

The second function, loan servicing, is still provided by the pri-
vate sector under the current version of direct endinf. The key dif-
ference is how this function is priced. Under direct lending, that’s
done in a market process through competitive bidding. Under guar-
anteed lending, it's done in a political negotiation over the loan in-
terest rate when we reauthorize the Higher Education Act. I've
been in a couple of those negotiations and reauthorizations,

A little history might be instructive here. When I first joined this
committee 16 years ago, the banks got 3.5 percent over the T-bill
interest rate on these loans, and at that time they swore on a stack
of Bibles that, if we lowered that differential below 3.5 percent,
tanks would drop out and students couldn’t get loans.

Then we lowered it to 3.25 percent, and guess what? Nobody
dropped out, but they swore on a stack of Bibles that if we lowered
it from 3.25, they would drop out and students couldn’t get loans,
and we lowered it, with much gnashing of teeth, to 3.1 percent, and

Y
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ess what? Nobody dropped out, and they swore on a stack of Bi-
lec that if we lowered the in-school differential below 3.1, tanks
would drop out and students couldn’t get loans, but we lowered
that to 2.5 percent, and guess what? Again nobody dropped out. If
we threaten to lower these rates further today, is there any doubt
what the banks would say? They would swear on a stack of Bi-
bles—and you get the point.

Now how much further down could we go? How do you find out
in this process? Only by calling the banks’ %luﬁ' little by little again
and again until some banks do start to drop out. A Wall Street se-
curities analyst covering Sallie Mae recently wrote that Sallie’s cost
of servicing loans is about % of a percent, which suggests that the
differential could get closer to 1.1 percent than 3.1 percent.

Well, it's taken us 16 years to get from 3.5 to 3.1, and I for one
don’t have 80 more years left to go from 3.1 to 1.1.

Now I don’t blame the banks for negotiating the best deal that
they can, but I ask you, my colleagues, what’s the best way to fig-
ure out how much to pay the private sector for loan servicing, con-
tinuing this arduous political negotiation process or separating the
servicing function from the capital provision function and conduct-
ing a simple competitive bidding process?

at’s the key question at the heart of the debate over direct
lending. As a dedicated fiscal conservative, I have no trouble an-
swering it, and I don’t think others should either.

Notice that a direct loan servicer has an incentive to do a good
job so that he can compete for another contract. In the guaranteed
program, despite the whole unwieldy guarantee agency structure to
enforce government due diligence regulations, there’s actually an
incentive to allow defaults to occur, since the guarantee agencies
get to keep 27 cents of every dollar that they collect after a default,
and most of what they don't collect is re-guaranteed by the Federal
Government.

The guarantee agency costs should also count in the debate over
scoring. It's true that adding in the net present value of all future
administrative costs on direct loans reduces the direct loan savings,
but those savings are still huge; and if we are going to fool around
with the scoring, let’s be fair.

Let’s make sure we include on the guaranteed loan side all the
Department’s costs to oversee guaranteed loans and all the guaran-
tee agency costs, including $300 million per year of diverted collec-
tions on defaulted loans.

Far more important, let’s use the appropriate Federal cost of cap-
ital for direct loans, which is the 91 day T-bill rate, rather than,
as CBO does, a 10-year rate, which is 1.5 percentage point above,
and therefore, a huge overstatement of the cost.

I do believe direct loans can be improved through further re-
forms, which I plan to offer when this committee marks up its rec-
onciliation' instructions. First, we should base any interest sub-
sidies on the student’s wherewithal to repay the loan, which is her
own post-school income. Then there will be just one loan program
with a single set of terms and no need to test at the front end, a
further simplification.

Agair, with a workable income-dependent repayment option,
there it no need for deferment and forbearance provisions, since

il




anyone who needs deferment or forbearance will get it automati-
cally. That's another great savings in bureaucracy.

Finally, it makes sense for students selecting income-dependent
repayment to agree to have their repayments considered as income
taxes and collected along with the rest of their income taxes by the
IRS through an adjustment in their withholding rate. Then there
are no more monthly checks to write or to receive and document.

As an addition to income tax payment, which is going on anyway, .
the marginal cost of this form of student loan repayment should be '
. close to zero, and it also makes sence theoretically. The students
— borrow partly to achieve higher incomes, and they agree to pay

= higher income taxes for a time in return for this investment.

nder existing law, all those in default under repayment options
can be placed in income-dependent repayment, where we can at
L least keef) them paying whatever they can afford, and %~ eovern-
t ment will get 100 percent of whet they pay. This should .ower de-
fault costs substantially.
Mr. Chairman, through further reforms we can attack all four
sources of waste in student loans: Excess payments to lenders, de-
_. fault costs, mistargeted subsidies to students, and excessive com-
plexity and bureaucracy. Direct lending is a vital component which
— must be defended.
— Thank you very much for your indulgence.
\ Chairman HOEKSTRA. Thank you.
i [The prepared statement of Nﬂ' Petri follows:]

STATEMENT OF HON. THOMAS E. PETR!, A REPRESENTATIVE IN CONGRESS FROM THE
STATE OF WISCONSIN

Mr. Chairman, 1 appreciate this opportunity to offer my thoughts on the issue of

direct versus guaranteed student loans. I'd like to make six points:
First, guaranteed loans are not a private sector program.

: Second, direct lending is a public/private partnership.

— Third, the key difference between the two is the method for pricing private
sector services: through a competitive bid process under direct lending, and
threugh a ggli:ical negotiation for guaran loans.

Fourth, use direct lending is far simpler in structure, it involves less bu-
reaucracy and fewer Federal employees than guaranteed loans.

Fifth, the current scoring of direct lending by the CBO understates its savings
by billions of dollars.

Six+h, if we take student loan reform to its logical conclusion, direct lending
canb even simpler and more cost-effective than it already is.

Let me .such on each of these points.

First, as a privatizer, I bow to no one. In fact, I am leading an effort to privatize
the regulation of the banking industry, along with its deposit insurance, but so far
the banking lobbies prefer service to the Pharaohs over journeying to the promised
land of the free market. I'd be all for a truly private student loan program, but
that's not what we have, and for a very simple reason. Students use the loans to
invest in human capital, but they can't pl Pe their human capital as collateral.
Loans to most of them are therefore too risky for private lenders, so the government
has stepgie.fl in to provide a 98 percent guarantee and serve the appropriate function
of spreading these risks across ail student borrowers. The government also deter-
mines maximum loan amounts and eligibility, both of students and of achools. And
because lenders have no incentive to be diligent collectors of fully guaranteed loans,
partly to oversee them the government has established a network of guarantee
agencies that spend Federal money but are not really accountable to anyone but
themselves,

Make no mistake. This is a government p and a Rube Goldberg one at
that. In it, the private sector performs two principal functions: providing capital and
servicing the loans. The first of these is unneces ; the government can sell T—
bills to the private sector rather than providing an alternative investment vehicle—
student loans—with all the attributes of T-bills (low risk, full liquidity, no expense

i
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while the student is in school, and interest rates tied to T-bills but 2.5 percent high-
er]. The second function, loan servicing, is still provided by the private sector under
the current version of direct lending. The key difference is how this function is
griced. Under direct lending, that's done in a market process through competitive

idding. Under guaranteed lending, it's done in a political negotiation over the loan
interest rate when we reauthorize the Higher Education Act.

A little history might be instructive here. When I first joined this committee 16
years ago, the banks got 3.6 percent over the T-bill interest rate on these loans,
and they swore on a stack of Bibles that if we lowered that differential, banks would
drop out and students couldn’t get loans. Then we lowered it to 3.26 percent. And

ess what? Nobody dropped out. But they swore on a stack of Bibles that if we
owered it from 3.25, they would drop out and students couldn’t get loans. Then we
lowered it, with much gnashirg of teeth, to 3.1 percent. And guess what? Nobody
drgpped ou*! And they swore on a stack of Bibles that if we lowered the in-school
differential below 3.1 percent, banks would drop out and students couldn’t get loans.
But we lowered that to 2.6 percent. And guess what? Nobody dropped out! If we
threatened to lower these rates further today, is there any doubt what the banks
would say? They'd swear on a stack of Bibles ... but you get the point.

Now how much further down could we go? How do we find out in this process?
Only by calling the banks' bluff little by Iittle again and again until some banks
do start to drop out. A Wall Street securities analyst covering Sallie Mae recently
wrote that Sallie’s cost of servicing loans is about % of a percent. That suggests
the differential could go closer to 1.1 percent than 3.1 percent. It's taken us 16 years
to get from 3.5 to 3.1. I don’t have 80 more years to get from 3.1 to 1.1, even without
term limits.

Now I don’t blame the banks for negotjating the best deal they can. But I ask
you, Mr. Chairman, what's the best way to figure out how much to pay the private
sector for loan servicing—continuing this uous political negotiation process, or
sepa-iting the servicing function from the capital provision function and conducting
a simple competitive bxddizfgsprocess? That's the key question at the heart of the
debate over direct lending. a dedicated fiscal conservative, I have no trouble an-
swering it, and you shouldn’t either.

Notice that a direct loan servicer has an incentive to do a good job so that he can
compete for another contract. In the guaranteed program, despite the whole un-
wieldy guarantee agency structure to enforce government “due diligence” regula-
tions, there's actually an incentive to allow defaults to occur, since the guarantee
a§encies get to keep 27 cents of every dollar they collect after a default, and most
of what they don't collect is re-guaranteed by the Federal Government. For this and
other reasons, under 100 percent direct lending, we can eventually eliminate the
guarantee agencies and their 5,000 indirectly federally paid employees—an immense
savings in bureaucracy. At the same time, the Department of Education’s student
loan workforce is projected to go down, not up, because it is much easier to super-
vise a few contractors who have apglro riate incentives than it is to oversee 7,800
lenders and 41 guarantee agencies who have all the wrong incentives.

The guarantee agency costs should also count in the debate over scoring. It's true
that adding in the net present value of all future administrative costs on direct
loans reduces the direct loan savings. But those savings are still huge. And if we're
going to fool around with the scoring, let's be fair. Let's make sure we include on
the guaranteed loan side all the Degartment’s costs to oversee guaranteed loans and
all the guarantee agency costs, including $300 million per year of diverted collec-
tions on defaulted loans.

And far more important, let's use the appropriate Federal cost of capital for direct
loans. Currently the CBO uses the rate on 10 year treas notes, since that is the
debt of comparable maturity to student loans. That would be appropriate if student
loan interest rates were fixed, like the 10 year note rate, but they are not. They
are variable, based on 91 day T-bills. Therefore student loans carry no interest rate
risk, except for the upper limit which should be scored se arately. The reason 10
year note rates average 1.5 percent or so higher than T-bill rates is that they carry
interest rate risk. Investors demand a higher rate in exchange for tying up their
money for so long at a fixed interest rate because the value of the note will go down
if interest rates rise. There is no such risk with student loans because their interest
is variable. It's not right to count a long term fixed interest rate as the cost of cap-
ital on a variable rate loan tied to short term rates when the main reason the lo
term rate is higher is because it is fixed. Therefore the government's cost of capi
for direct loans really is the rate on the instrument to which their interest is tied,
which is 91 day T-bills. With that scoring change, the savings from direct lending
would at least double. So, Mr. Chairman, if the defenders of guaranteed loans want

iJ
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to change scoring, let’'s just Jo it fairly and completely and guaranteed loans will
be biasted out of the water.

I do believe direct loans can be improved through further reforms, which 1 plan
to offer when this committee marks up its reconciliation instructions. First, we
should base any interest subsidies on the student’s wherewithal to repay the loan,
which is her own post-school income. Then there will be just one loan program with
a single set of terms and no needs test at the front end, a further simplification.
Again, with a workable income-dependent repayment option, there is no need for
deferment and forbearance provisions, since anyone who needs deferment or for-
bearance will get it automatically. That's another great savings in bureaucracy.

Finally, it makes sense for students selecting income-dependent re :Yment to
agree to have their repayments considered as income taxes and collected along with
the rest of their income taxes by the IRS through an adjustment in their withhold-
ing rate. Then there are no more monthly checks to write or to receive and docu-
ment. The IRS has no need to know which dollars are which as t.hg' are coming
in—the dollars are allocated and loan accounts simply reconciled at the end of the
year when Form 1040s are filed. Borrowers can change their repayment rates at any
time without telliff anyone as long as they pay at least the minimum called for
under the income-dependent option. As an addition to income tax payment which
is going on anyway, the marginal cost of this form of student loan repayment should
be close to zero. And it also makes sense theoretically. The students borrow partly

to achieve higher incomes and they agree to pay higher income taxes for a time in
return. .

Under existing law, all those who default under other refoayment options can be
placed in income-dependent repayment, where we can at least keep them paying
whatever they can afford and the government will get 100 percent of what they pay.
This should lower default costs substantially.

Mr. Chairman, through further reforms, we can attack all four sources of waste
in student loans: excess payments to lenders, default costs, mistargeted subsidies
to students, and excessive complexity and bureaucracy. Direct lending is a vital
component which must be defended

Mr. HOEKSTRA. Mr. Istook.

STATEMENT OF HON. ERNEST ISTOOK, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF OKLAHOMA

Mr. IsTooK. Thank you, Chairman Hoekstra. You know, I'm

pleased to be able to talk about student loans. I certainly have a
ersonal interest. This fall I will have two of my children in college.

ext year another one of my children will begin college. The year
after another one plans to enter college, and two years after that,
finally, the youngest, Emily, should enter college as well. So any-
thing that relates to college financing certainly is very, very dear
to my heart.

I am one of over four dozen Members of this body who have come
to the conclusion that the Federal Direct Student Loan Program
which was enacted two years ago is a mistake that needs to be cor-
rected. The direct government loan program, of course, I think, is
being implemented too quickly, an both Federal funds, Federal
budgeting, and the education opportunities of students are being
jeopardized.

I'm the sgonsor of legislation, the Student Loan Privatization Act
of 1995, H.R. 1501, calling for a phase-out of the direct lending pro-
gram. I'd like to explain why.

I believe there are three principles which should guide our con-
sideration of student loans and other education policy on the Fed-
eral level:

First, the Federal Government should only carry out those
responsibilities which cannot be performed by the private sec-
tor.

e
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Second, programs should be structured to minimize Federal
emé)loyment, whether it’s direct, as reflected in the number of
additional bureaucrats at the Department of Education, or in-
direct, through government contractors.

Third, the opportunity for private sector participation in a
Federal program should be structured in a way that allows for
innovation and efficiency.

I believe the Federal Direct Program violates these three prin-
ciples. It was enacted as part of the Clinton Administration’s mas-
sive budget bill in 1993. It was not subjected to any in-depth exam-
ination or hearings and, frankly, I do not believe it would have
been enacted had it not been buried within this larger budget legis-
--lation. Indeed, I believe 285 Members of Congress had signed a ﬂt-

ter indicating opposition to the direct lendin rogram.

It was unfortunate also that it was passed less than a year after
Congress had sought to test the waters through pilot projects cre-
ated in 1992. Direct lending is a government run, multi-billion dol-
lar consumer loan program. It seems to be based on three assump-
tions with which I very much disagree.

The first assumption is that a sole source government monopoly
would be more efficient and more consumer oriented than the pri-
vate sector. I don’t think we've had that experience any place else
within the government.

The second assumption is that the Federal Government is effi-
cient at collecting loans. I think the default rates even on the stu-
dent loan programs historically show that this is not the case.

The third assumption is that a centralized administration of a
program would ensure accountability and innovation, which flies in
the face of the fact that competition is usually what spurs account-
ability and innovation and, when you do away with competition in
a sector of lending or anything else, you do away with innovation.

Now we have heard that some schools like direct government
loans, but let’s look at the facts on that. There have only been
about 100 schools participating originally. They have been able to
claim $400 million or so in Federal dollars for administrative ex-
pense. Of course, they like that opportunity for themselves; but if
you ?read that same $400 million over 1,500 schools to be in-
volved, I think you would find that desire to participate would be
greatly diminished.

The crux of the problem, of course, has to do with the costs of
the overhead and the cost to the taxpayer, what it does on the defi-
cit, and also putting schools in the business of being direct lenders
when that is not their business. Bankers, savings and loan officers,
investment institutions—they are accustomed to being lenders. A
school, a university does not have that as its princ:pal way of doing
business, and they are not anxious te gain that expertise which is
much more readily available and much superior in the private sec-
tor.

That is one of the reasons why the Board of Regents in the State
of Oklahoma for all the Oklahoma institutions of higher education
is on record as opposing the takeover of the student lending pro-
gram by the direct lending program.

We hear that the program supposedly is saving more than $12
billion over a five-year period, but Mr. Chairman, the Department

fo
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of Education itself has admitted that the current Act fails to ac-
count for the administrative costs which are associated with direct
government student loans.

The Department itself, when it was criticizing a bill sponsored by
Chairman Goodling, admitted that the bill does not actually in-
crease the Federal costs by doing away with direct lending, but
changing when the costs are realized.

Budget scoring distortions are being produced under the current
Federal Credit Reform Act, and it only makes it appear that direct
lending is cheaper than a private sector based program. The work
of the Congressional Research Service on student loans substan-
tiates this.

Recently, a paper they produced for Congressman Gordon unam-
biguously states as follows: “There may be a logical rationale for
direct lending, but low cost is not it.”

To make the revenue stream to the government appear better
than it really is, the administration has used 90-day Treasury note
interest rates for projections regarding loans that are actually on
the books for 10 years, not for 90 days. That results in a 2 percent-
age point differential in projections of interest rates and projections
of savings. It does not take into account the true risk that the gov-
ernment is experiencin%.

Also, if you change from a program where the government has
a contingent liability to direct lending, the taxpayer is now liable
for 100 percent of the amount of the loan, not just the portion
which may be involved in the default.

I have a chart which is attached with my testimony. I would like

to focus fyour attention on it, Mr. Chairman. Mr. Chairman, very
1

briefly, if you look at the chart here, you will find the dark blocks
are the new loans that are made under this program each year
from 1995 to the year 2014. The smaller lines which begin after re-
payment begins, the smaller blocks, the white blocks, are payments
received, principle and net interest.

So you have this amount each year, the dark block, that has to
be borrowed, and the white block, which is receipts coming back
into the government. Because each year you have to borrow more
than you receive—For example, in 1995 new loans $4 billion, prin-
ciple ‘and net interest, zero. By the year 2000 new loans being
made, $34 billion, payments of principle and interest only $9 bil-
lion. By 2014 when the program would be fully implemented, new
loans being made, $68 billion a year, payments coming back in only
$52 billion a year.

Each year, whether it be $4 billion or $20 billion or ultimatel
$16 billion a year, it all goes directly to the annual deficit. It all
goes directly to the national debt, and the cumulative effect as you
add these increasing debts on top of each other is, as this chart
shows by the year 2014, you have almost a $350 billion addition
to the national debt because of the extra money that is borrowed
by the Federal Government for direct lending program instead of
having loans bein% made by private lenders.

Mr. Chairman, I'm concerned also about how the Department of
Education is marketing the program. Direct lending supposedly is
a breakthrough in simplifying administration, but they are using
substantial sums for newspaper advertisements, contracting with

1o
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an advertising firm out of New York City, sending dozens of De-
partment of Education employees to financial aid conferences, try-
ing to sell the program, which supposedly would be so superior that
it doesn’t need to glé sold.

I'm concerned about the types of schools that are anxious to get
into direct loans. Congressman Gordon, I believe, has documented
that a disproportionate number of high default schools have ap-
plied for or been accepted into the rogram, that the safeguards are
diminished under direct lending when there is direct access to tax-
pa%:ers’ funding to the vault of t%e United States Treasury.

hird, I am very concerned about the level of responsibility
glaced within the Department of Education. It has a record of inef-
icient administration. I do not believe that the management pro-
grams—I'm sorry, the management problems which ai'eady exist
at the Department of Education have disappeared, much less when
you add an additional 520 new Federal wor ers at the Department
of Education to administer this program, again all at direct ex-
pense to the taxpayers.

I do not see any evidence, Mr. Chairman, that the Department
of Education is doing a better job in policing the types of schools
or the administration of the programs that are involved in this. I
believe it's time for us to admit the mistake that was made when,
without proper hearings, without proper deliberation, without prop-
er oversight, direct loans were adopted in 1993, more or less hidden
within much larger legislation.

Mr. Chairman, I would certainly urge and hope that this sub-

committee and full committee will work to bring back a private stu-

dent loan program where the taxfpayer may be at risk for a guar-

anty but not for the full amount o

which it has on our national debt.
Thank you, Mr. Chairman.
Chairman HOEKSTRA. Thank you, Mr. Istook.
[The prepared statement of Mr. Istook follows.]

a loan and the incredible impact
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STATEMENT OF THE HONORABLE ERNEST ISTOCX

Mr. Chairman, I am pleased to speak with you today regarding the federal studeut loan
to America’s future,

1 am one of over four dozen members of the House of Representatives who have come
to the conclusion that the Federal Direct Student Loan Program enacted two years ago is a
mistake and that corrective action needs to be taken. The direct government loan is being
implemented too quickly. Federal funds and the educational opportunities of students are being

placed in jeopardy.

My bill, The Student Loan Privatization Act of 1995 (H.R. 15C1) calls for a phase-out
of the Federal Direct Student Loan Program. This approach reflects an unambiguous vision of

the direction in which federal student policy should be moving. I would like to explain why I,

and my colleagues, believe we should move immediately to terminate the direct loan program.

There are three principles that I believe should guide our consideration of student loans
and other federal education policy:  °

. First, the Federal government should only carry out those responsibilities that
cannot be performed by the private sector;

. Second, programs should be structured to minimize federal employment, whether
that employment is direct--as reflected in the number of bureaucrats at the Department
of Education--or through government contractors; and

L] Third, the opportunity for private sector participation in federal programs should
be structured to promote innovation and efficiency.

Mr. Chairman, the William D. Ford Federal Direct Student Loan Program violates all
three of these principles. That is why I propose eliminating this cumbersome federal program.

The Direct Loan Program was enacted as part of the Clinton Administration's massive
budget bill in 1993. It was not subject to any in-depth examination or hearings and, in my view,
would not have been enacted if it had not been buried in the larger budget legislation. It was
adopted less than a year after Congress passed legislation to test direct government student
lending in a pilot project in 1992. That was unfortunate.

Direct lending is nothing more than a government-run, multi-billion dollar consumer loan
program. It is premised on three assumptions:

. Sole-source goveirnment monopolies are more efficient and customer-oriented than
the private sector; (This has yet to be proven true, given our experience with Public
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Housing, the Tennessee Valley Authority, and other government monopolies.)

L The federal govermment is an efficient collector of loans (We have problems
collecting other debt owed to the government.); and

. Centralized adrninistration of a program is consistent with assuring accountability
and continued innovation (This flies in the face of all that the private sector is currently
experiencing with their rightsizing and decentralization efforts made n=cessary by
international competition and information technology).

Mr. Chairman, we have heard much over the last few months about the initial success
of the direct loan program and the savings it has allegedly produced. These claims would be
amusing if they were not being used to justify the massive expansion of the federal government
now underway at the Department of Education.

First, we hear that schools like direct government loans. Let us examine this.

I was unaware that anyone on Capitol Hill doubted the federal government was efficient
in giving away money. Unfortunately, it is this aspect of the direct loan program that is getting
the rave reviews from schools and others--schools are getting student loan funds to their students
with less paperwork and less hassle than before: That is the crux of the success story for direct
loans. In fact, there are numerous higher education organizations opposing direct lending. My
own Board of Regent in the State of Oklahoma is on record as opposing this takeover.

But what about the repayment process? Can gnyone here show me a federal loan
program where gefting loan reciplents to repay their logns has not been a problem? Loans
made under the direct government loan program are only now entering repayment. Only after
we get significant feedback on the repayment process will any meaningful statement be possible
on the "success” of the program. At this point, all we can say is that the Departrient of
Education has proven again it is good at giving money away. The real test will be whether they
can convince students to repay.

Second, we hear that the program "saves™ more than $12 billion over a five year period.

Mr. Chairman, the Department of Education itself has admitted that the current
Credit Reform Act fails to account for the administrative costs associated with direct
government studeot loans. Ironically, in criticizing Chairman Goodling’s bill, the Department
itself admits that the amendment proposed to the Credit Reform Act in that bill does not increase
federal costs, but merely the point in time at which they are recognized. This is a $4.5 billion
distortion over 5 years that the direct lending program is not showing 23 a cost of the program.
It is thus impossible to compare one program to the other under current credit reform rules.

Given the budget scoring distortions pm&uced under the cucrrent Federal Credit Reform
Act, is it any wonder that direct government lending appears cheaper than the private sector-
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More important perhaps than any analysis of Credit Reform is the work of the
Congressional Research Service on the subject of student loans. The paper recently produced
for Rep. Gordon unambiguously states the following: "There may be a logical rationale for
direct lending, but low cost is not it.”

To make the revenue stream to the government appear better than it really is, the
administration has used 90-day Treasury note interest rates for loans that are actually on the
books for 10 years. This results in a 2 percentage point difference in interest rates. It certainly
does not take into account the risk the government is experiencing as a result of the dramatic
increase in lending the pilot schools have experience (in the neighborhood of a 20% increase in
the amount of direct lending.)

Finally, one item that greatly disturbs me is the move from a Guaranteed Student Loan
program, where the government has a contingent liability, to a Direct Student Loan program
where the taxpayer is liable for 100% of the amount of the loan, not just the default portion. The
chart with me today, "Direct Leading’s Impact on the National Debt,” demonstrates this clearly.
Using conservative assumptions throughout, assumptions clearly listed on the graph included
with my testimony, after 20 years of Direct Lending, given default rates, growth in the program,
repayments, and the "profit" from repayments, the National Debt will increase by $348 billion
between FY95 and FY2014.

Mr. Chairman, the enactment of the direct loan program effectively precluded exploration
of innovations in the private sector-based program that may very well equal or surpass the ease
in access to funds that many schools in direct government loans find so attractive. I understand
that notwithstanding the fact that the Congress and Department of Education have not required
or even cncouraged program improvements in Federal Family Education Loans (FFEL), that the
student loan industry is unilaterally undertaking implementation of such improvements on its
own. Two of the most promising innovations are the Educational Loan Management initiative
and the National Student Loan Clearinghouse. I also understand that much of the work of the
industry is taking place in spite of poor cooperation from the Department of Education.

It seems the Department is reluctant to cooperate with the private sector when it sees
itself as a direct competitor. 1 was very distutbed to see a quote from Mr. Leo Komfeld of the
Department of Education in a May 22nd Forbes article where he states, "I want to go toe-to-toe
against the industry.” This is clearly inappropriate and reflects the belief of some at the
Department that the private sector is the enemy.

Mr, Chairman, I would respectfully suggest that this subcommittee pay careful attention
to Mr. Komfeld's activities in his capacity as Senior Advisor to the Secretary. A situation
where the regulator of the private sector student lending sees itself as a competitor is most
untenable. '
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There are several other observations I would like to make about the direct government
loan program. These observations, among others, prompted me to introduce my bill:

First, I am concerned about how the Department of Education is marketing the program.
Direct government lending is supposedly a break-through in administrative simplicity that all
schools should be rushing to join. Instead, the Department is using part of the $2.5 billion made
available for poorly defined “administration” of the program to fund newspaper
advertisements, to contract with a New York City advertising firm, and to send dozens of
employees to financial aid conferences to sell the program. If direct government loans is
so good, shouldn’t the program be able to sell itself?

In these times of serious budget problems, should the Department of Education be
spending hundreds of thousands of dollars on advertising and public relations? I don’t think so.

I would suggest, Mr. Chairman, that the administrative funds available for the direct
government loan program have been subject to inadequate and deficient oversight at the
Department. [ urge your subcommittee to fully review the types of activities the Department
is undertaking with monies that were understood by many of us to have been made available
solely to service student loans.

Second, I am concerned about the types of schools that seem anxious to get into direct
loans. Mr. Gordon has documented the disproportionate number of high-default schools that
have applied for, or been accepted into the program.

What does the fact that problem schools seem to like direct government loans so much
tell us? It tells us that the program appears an easy to source of virtually unlimited federal funds
to these schools. It tells me that the direct government loan program is a disaster waiting to
happen. Remember that the Savings and Loan debacle was about $50 billion.

Third, I am very concerned about the level of responsibility placed in the Department of
Education. The Department of Education has a record of administrative inefficiency. As you
know, it was the Department of Education that ran the Federal Insured Student Loan Program,
the failed program that led to the concept of a decentralized, private sector based student loan
program.

I simply do not believe that the management problems .t the Department have
disappeared, notwithstanding the fact that the 520 new bureaucrats being hired to run direct
government loans, in direct contradiction of the premises of reinventing government.

I see no evidence whatsoever that the Department is doing a better job in policing the
types of schools that get into the federal student aid programs. In fact, Mr. Chairman, the only
real progress in reducing defaults resulted from imposition of cut-offs of schools for high default
rates, something that Congress enacted on its own.
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It is time for us to admit the mistake of enacting direct loans in 1993 and to get on with
the project of making sure the private sector loan program works efficiently. The louger we
delay getting rid of this ill-conceived government mnopoly, the greater the problem will be in
getting rid of it later.

I would like to clos¢ my statement by emphasizing that my reasons for objecting to the
direct government loan program are reasons which appear to have strong bipartisan support.

On January 19, 1995, the President stood with the Vice President and several members
of the Cabinet at the White House and said to the American people "We propose to stop doing
things that government doesn't do very well and that don't need to be done by government.”
The Vice President went further. He declared to the American people who sent a clear mandate
in November to reduce government that "over the next several months, we will be looking at
every other agency and program asking the direct question, do we really need this agency; do
we really need this program; there is a better way to do it; is there an opportunity here to give
middle-class Americans-a break? We have already eliminated over 100 programs. We will
eliminate a lot more in the weeks and months ahead.” Mr. Chairman, I urge all of my
colleagues, Republicans and Democrats alike, to join in my efforts to help the President achieve
these stated goals by supporting H.R. 1501 to eliminate direct government student loaans.

I would be pleased to respond to any questions that you or any other member of the
Committee may have.
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Chairman HOEKSTRA. Senator Simon, welcome.

STATEMENT OF SENATOR PAUL SIMON, A SENATOR IN
CONGRESS FROM THE STATE OF ILLINOIS

Senator SIMON. Thank you. It's good to be back in my old haunts
here. I spent 10 years as a Member of this committee, and it is
good to be back here again.

I hope you will forgive me if I testify, and I would be happy to
answer any questions, but I am going to have to leave right after
I testify here.

First of all, I want to give credit to my House colleague, Tom
Petri, for being the originator of this idea. I wasn’t convinced for
a while, and I remember picking up the Congressional Record and
reading Tom Petri’s statement and writing a note to Bob Sharman
of my staff, “let’s check into this.”

Then I talked to Dave Durenberger, my colleague then from Min-
nesota, and we introduced a somewhat modified Petri bill over in
the Senate, and Bill Ford on this side ‘was very helpful in this
whole process. This is a bipartisan thing.

Now I have to say, I don’t quite recognize the reality from hear-
ing my colleague from Oklahoma testify here. I don’'t know what
happened in the House, but we sure had hearings over in the Sen-
ate, and I can remember those full page ads by Sallie Mae attack-
ing the program. If it was hidden, they sure tried to un-hide it.
They hired eight different lobbying firms here in Washington, DC
to work on it.

You know, it was an uphill fight to get this passed, and it’s inter-
esting what's happened. Five percent of the schools now have it.
Ninety-two percent of those give it high marks. All of the schools
recommend that it should be universally adopted.

Now let’s listen to testimony by Earl Dowling, Financial Aid Di-
rector at Iowa State University: Student employment down 30 per-
cent in their office; two professional counselors have been reas-
signed to student support service; telephone traffic down 40 per-
cent; long distance telephone costs decreased significantly; eight
computer terminals were removed from operation at a cost savings
of $200 per month—each per month, $1,600 a month savings on
computers plus the personnel costs. ,

University of Illinois tells the same story. thie other schools tell
the same story. Community colleges took a look at it, and gave it
high marks. Now what is not the case is that we're talking about
the public sector versus the private sector. These are both public
sector factors.

There is no guaranty agency that has any private money. It's
Federal money. The question is whether we write a check or
whether we hand somebody a checkbook, and the experience is, if
we write a check and keep controls, it is much better for the stu-
dents. It’s much better for everyone except the people who make
money on the present system.

Now the banks like the present system. They make more money
on the average on a student loan than they do on a house mortgage
or a car loan, and they get 100 percent guarantees. We have social-
ized profits in that area. Personally, I'm against socialism. I don’t
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know what this committee feels about that, but I think we ought
to take a look at this and look at the reality.

Now in terms of what my friend from Oklahoma says, the imbal-
ance in how we assign interest, there is an imbalance, but it’s the
other way around. We assign to direct loans the 10-year costs, and
we assign the short term loans costs to the guaranty agencies.

When he says he is for competition, I am also for competition. I
am not for the Clinton Administration saying let's go 100 percent,
but I am opposed to capping it at 40 percent. If the guaranty agen-
cies and Sallie Mae and the others can do a better job for the
schools of Oklahoma, let them do it, but don’t say to the schools
in Oklahoma or Ohio or Rhode Island or Indiana or North Carolina
or any other State, you can’t get into the direct lending program
which these schools want to get into.

The Inspector General for the Department of Education testified
about the conflicts of interest. With that Federal money that we
have given to these guaranty agencies, some of them have created
for profit entities, and guess what? They had the same boards of
directors, and they make contracts one with another.

When I asked the Inspector General—I said, how much money
is at risk for the Federal Government. He said, well, we have
looked at 68 percent of the loans out there through the agencies,
and in that 68 percent, we have $11 billion of Federal money at
risk. That’s a lot of money. That's our money. That's taxpayers’
money at those guaranty agencies.

These guaranty agencies didn’t issue any stock. No, that’s our
money. We ought to see that it is run well.

The General Accounting Office has concluded that the present
student loan program, other than direct loan—its program struc-
ture is not conducive to good financial management and that tradi-
tional business incentives do not govern the Education Depart-
ment’s relationship with guaranty agencies.

Again, let me quote from a memorandum from the Department
of Education under George Buceh. This is not Bill Clinton now. “The
current GSL system is error prone and extremely difficult to mon-
itor and audit. Recent fraud and abuse scandals involving lenders
and servicing contractors are only the latest in a long history of
such scandals which State-level guarantee agencies have been un-
able to prevent.

“A direct loan program would be easier to manage and would
greatly reduce opportunities for error and abuse. A centralized data
base would improve data integrity and auditability. Department
monitoring couid be focused entirely on the postsecondary institu-
tions and the collection contractors.’

The reality is the present system encourages defaults. The dirent
lending program does not. In addition to the savings that we make
in direct lending, because we're not giving this subsidy out there,
vou will greatly reduce defaults in the long term.

I favor, along with Tom Petri, giving this to IRS. I think they're
‘a pretty good collection agency, an the IRS Commissioner has told
me she’'s willing to do it.

I think that's really the way to go, and then we charge students
a little above the T-bill rate, a little better than 2 percent, I be-
lieve, above the T-bill rate. That takes care of somebody who dies
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or is disabled or becomes a nun or, for one reason or another,
doesn’t have any income.

So I think the direct lending, by any rational analysis, is the di-
rection we ought to go, not to mandate it for evervbody, but don’t
put a cap on it. If Notre Dame University—and I, frankly, don’t re-
member whether Notre Dame has direct lending or not, but if
Notre Dame wants to go to direct lending, let them go.

I remember the president of Notre Dame testifying in behalf of
direct lending, but if they want to go with a guaranty agency or
private sector or a bank or Sallie Mae, let them do that.

If you're talking about the students, if you're talking about the
taxpayers, if you're talking about the colleges and universities, di-
rect lending is the way to go. If we're talking about profits for
banks and guaranty agencies, by all means, limit direct lending.

I'd be happy to answer any questions.

[The prepared statement of Senator Simon follows.]
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Statement of Senator Paul Simon
before the
Oversight Subcommittee
of the
Economic and Educational Opportunities Committee
U.S. House of Representatives
on the
Federal Student Loan Programs

May 23, 1995

Mr. Chairman, thank you for inviting me to testify on the Education
Department’s student loan programs. My colleague, Mr. Petri, is the real pioneer in
the field of direct, income-contingent student loans. In 1991, David Durenberger
and | latehed onto the Petri approach and advocated it during the reauthorization of
the Higher Education Act. At the time, we proposed that the billions of dollars in
savings be redirected to the Pell Grant program, a critical funding need that
continues to be neglected.

As a supporter of direct lending, 1 am pleased that the start-up of the direct
loan program has gone remarkably well. Over the years, financial aid officers have
been the victims of enormous micro-managing by Congress and the Education
Department. As a result, they are, with reason, a skeptical group. Contrary to the
doomsday predictions that school officials were hearing from lenders and guaranty
agency officials, direct lending has been an unparalleled success. Indeed, it has
been so successful that even the most minor of glitchas gets attention in the
education press.

Colleges large and small, public and private, are praising direct iending for
the ease of administration. At a Senate hearing on March 30, Earl Dowling,
financial aid director at lowa State University, testified that direct lending allowed

for "the best fall opening ever” on his campus, while it required fewer university
resources:

®  "Work-Study employment in our office has been reduced by 30 percent.”

o "[Tlwo professiona_l counselors have been reassigned to student support
service.”

"Telephone traffic...was down 40 percent...compared to the same time
period under FFELP."
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"[LJong distance telephone costs decreased significantly.”

“{E}ight computer terminals were removed from operation, at a cost savings
of $200 each per month."”

In a survey conducted by Student Aid News, 92 percent of direct lcan
schools gave the program a high ranking, and a// would recommend 1t to other
schools. Likewise, a survey of community colleges in the program, conducted by
the Association of Community College Trustees, found a very positive response.
For example:

® "It is simple, quick, and less confusing.”

[ “This is the first time in my experience that a program was started where
institutions could select how they participated and really had institutional
flexibility and control.”

® "This has been the freshest breath of air in a long time."

But the best people to talk about how direct lending Is working at the school
leve! are the financial aid officers, students, and families who are participating. My
testimony, therefore, will focus on the questions that the federal government
should ask about the Federal Direct Student Loan Program (FDSLP, or the direct
loan program) and the Federal Family Education Loan Program (FFELP, or the
guarantee program).

3
FFELP: FUNDAMENTALLY FLAWED?

Opponents of direct lending are fond of calling it the Direct GOVERNMENT
Loan Program. Make no mistake about it, both direct lending and FFELP are
government programs, and each would involve about the same number of Federal
employees. (This does not count the thousands of Federally-funded state
government employees working at guaranty agencies in FFEL). The question is,
which is the better way to run a Federally-backed student loan program?

Now that direct lending 1s such a success at the school level, some are
arguing that the program will somehow increase defaults, or that we won’t know
whether direct lending works until vears and years of collections have occurred.
That is preposterous. School eligibility is the same in either FDSLP or FFELP. The
Education Department and accrediting agencies have improved their oversight cf
schools, and more needs to be done. But one need only look at the structure of
the two programs to reach a conclusion about loan collection:

2
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WHICH LOAN IS MORE LIKELY TO BE COLLECTED?

EFEL Program

Direct Loan Program

Collected by private contractors or
lenders -- or by a federally-backed
guarantor with a conflict of interest.

Collected by experienced private
contractors that will lose their
contracts f their collection efforts are

insufficient.

Lender gets repaid 98 to 100 percent
even if the borrower defaults.

Guaranty agency (first backstop
responsible for preventing and
collecting defaults) has a financial
incentive to alfow defaults.

The guarantee approach is very complicated, but the essential difference is
that in the direct loan program, the government writes the checks; in FFEL, we
give the checkbook to guaranty agencies, and they write checks on the Federal
government’s account. The key question is, when they are spending billions of
doliars that isn’t theirs, and collecting on loans that are ultimately backed by the
Federal Government, do they act responsibly? [f you ask the auditors, the answer
is a resounding "no":

Inspector General. At the March 30 hearing, | asked Steven McNamara,
Assistant Inspector General for Audit, about a recent audit of the Texas guarantor

that found $178 miillion in liabilities, caused by a conflict of interest. McNamara
explained:

"[Tlhe general counsel and the agency had entered into a
contract on the general counsel’s firm’s letterhead, a one-page
contract, which did not go into any great length on the due diligence
procedures that should have been followed in attempting to collect on
defaulted loans referred from the guaranty agency.

"As a result of our review and our sampling of the records, we
concluded that the general counsel and litigation contractor had not
taken the necessary due diligence actions to follow up and help assure
collection on defaulted loans, and we recommended the recovery of
$178 million.”
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| then asked him whether these kinds of contlicts-of-interest are an isolated
problem. He responded that at least $11 billion is at risk:

“We did an audit...where we looked at 12 guaranty agencies
that accounted for close to $80 billion -- | think it was about 68
percent of the loan portfolio in total. And of those 12 that we looked
at, nine of them, or about $40 billion, had relattonships with servicers,
secondary markets, and other FFELP providers, where they were either
a parent and had spun off subsidiaries that they had a financial
interest in, or perhaps there were members of divisions in a large
corporation. In any event, what we concluded was that this put the
guaranty agency in a conflict situation in enforcing due diligence an’
other requirements against entities that it had a financial interest in.
We felt that this could put the accuracy of the data at risk if they
were supposed to go in and take & look to make sure that all the due
diligence information was provided in a timely manner, say, by a
servicer that they owned: if it was not, they would be at cross-
purposes if they took action...

"In our report, | think we said that of the nine guaranty
agencies we found {conflicts of interest] to be the case in, we figured
about $11 billion was at risk.”

In further questioning, Senator Coats asked whether these confiicts would

also exist in the direct loan program. Mr. McNamara responded that they would
not:

"The guaranty agencies have spun off or entered into
arrangements with other subsidiaries or profit-making corporations.
We would not have that under direct lending. The Federal
Government would be making the loans directly. You would not have
the guaranty agencies there, so it is a ditferent situation. You would
not have the conflict.”

General Accounting Office. The U.S. General Accounting Office has
concluded that the student loan "program’s structure is not conducive to good
financial management® and that "traditional business incentives do not govern [the
Education Department’s] relationship with guaranty agencies.” Furthermore, 1t is
difficult to penalize agencies for improper spending or activities because “penalties
can weaken the financial condition of the guaranty agencies and result in Education
penalizing itself instead of the agencies.” GAO cites an example of an agency that
owed the Department $25 million in penalties, but the Department did not press
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the issue. Why? Since "the Department is ulimately responsible for all default
claims, it would then have to provide the guaranty emergency advances to enable
it to continue paying lenders for defaults."”

GAO also points out that because guarantors make extra money when thay
collect defaulted loans, the agencies "have more financial incentive to expend
resources collecting defaulted loans than working with borrowers to prevent
defaults.”

Mr. Chairman, this is just the 'beginning. A June 1994 audit by GAO found
that we do not really know how much the FFEL program costs, and that we may
be losing money by overpaying lenders. These problems:

"were caused largely by the structure of this program, which
sometimes limits Education’s practical ability to require guaranty
agencies to correct the student loan data errors that they have
submitted."

The Bush Administration. President Bush's Department of Education
seriously considered promoting direct lending. In a February 21, 1991, internal
document, preventing abuses was a primary factor:

“{Tihe current GSL system is error prone and extremely difficult
to monitor and audit.”

"Recent fraud and abuse scandals involving lenders and
servicing contractors {e.g., Florida Federal, FITCO, UES/Bank of
America) are caly the latest in a long history of such scandals which
State-level guarantee agencies have been unable to prevent.”

"A Direct Loan program would be easier to manage and would
greatly reduce opportunities for error and abuse. A centralized data
base would improve data integrity and auditability. Department
monitoring could be focused entirelv on the postsecondary institutions
and the collection contractors.”

Minneapolis Star-Tribune

An April 24 expose reveals how officials at the Northstar Guarantee Agency
set up a for-profit corporation, owned by the agency officials, to do the work of the
agency. This is a clear conflict of interest, violating Better Business Bureau
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guidelines for non-profit organizations.

- The reporter also reminds us, in a sidebar titied, "HEAF cost taxpayers $280
' million," that the previous Minnesota agency, the Higher Education Assistance
Foundation, collapsed a few years ago, in part due to conflicts of interest.

L Chronicle of Higher Education

In its May 19 issue, the Chronicle revesls problems at a number of agencies.
.. The most flagrant abuse was at the South Dakota agency, where agency officials
» bought a building from themselves and contracted with their own company on the
) side. But the most serious abuse was at a much larger agency, American Student
- Assistance. This Massachusetts-based agency over-charged the government by
. setting up a separate corporation and charging themselves a 10 percent mark-up.

=" COST SAVINGS: WHAT ABOUT THE CRS STUDY?
S WHAT ABOUT ADMINISTRATIVE COSTS

Opponents of direct lending are now brandishing a memorandum by one
division of the Congressional Research Service that purports to show that direct
) lending does not save money. They fail to mention that the authors’ conclusion is
= based on one very big "if": the conclusion applies only IF the guarantee program
o does not have any excess profit, or other waste and abuse. That is a very big "if."
{As | have just detailed, there 1s clearly waste and abuse in the FFEL Program, so
the CRS memo is only a theoretical discussion about a guarantee program that
does not exist.}

— Opponents also have made a lot of noise recently over the fact that the
) Budget Act scores direct loan administrative costs on a cash basis, rather than an
accrual basis. But they fail to mention other shortcomings of Credit Reform that
: work against direct lending. These other problems more than offset any advantage
- that the administrative costs problem supposedly gives to direct lending:

Cost-of-Funds. The most significant item that overstates the cost of direct
lending 1s the discount rate that is currently used. The interest rates that students
— pay vary annually, and the subsidized rates that the federal government promises
¥ to banks vary each quarter. A Council of Economic Advisors memorandum of April
30, 1993, points out that "a muitiple year loan with an interest rate that resets
. each year should be treated fcr pricing purposes as having a maturity of one year,”
= meaning that a short-term rate should be used. But CBO and OMB assume that the

government’s cost-of-funds is a higher, long-term rate, the 10-year bond. This

g
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makes direct lending appear much more costly than it really 1s. Indeed, in a
February 8, 1993, letter - which pre dated the Student Loan Reform Act, so the
estimates would be different now -- GAO £aints out that using shorter-term interest
rates would increase direct loan savings from $4.7 billion to about $11 billion over
five years. {Long-term administrative costs were afready included in the GAO
estimates).

Tax-exempt Bonds. Tesufying before the subcommittee today 1s a
representative from one of the tax-exempt secondary markets. This tax exemption
costs an estimated $2.3 billion over five years, a cost that 1s not considered when
the Congressional Budget Office determines how much direct lending saves.

- Taxpayer Bailouts. When guaranty agencies agree to "share” the risks
o under FFEL by paying a larger portion on defaulted loans, they are using money
o that belongs to the Federal government -- so we are essentially sharing with
ourselves. Furthermore, when any agency can't pay its share, the Federal
government steps in and bails them out. These costs aren’t currently considered.

THE RIGHT INCENTIVES, TO BENEFIT TAXPAYERS, STUDENTS AND SCHOOLS

RS Mr. Chairman, as you can see from the independent audits, FFELP is mired
: conflicts of interest and perverse incentives, leading to waste and abuse. The
direct loan program, in contrast, uses market foices and incentives to bring a more
o streamlined, more accountable, less expensive program to students, taxpayers and
schools. Furthermore, direct lending allows for income-contingent repayment,
which will be a great benefit to many borrowers.

As we struggle to bring the Federal budget into balance, we will face a stark
choice: we can impose costs on students, or we can adopt a system that
eliminates the excess profits, waste and abuse.

- Thank you for the opportunity to testify.

RN
Q

ERIC

PAFullToxt Provided by ERIC




29

Chairman HOEKSTRA. I will pass on any questions. Does anybody
have any questions for the Senator?

Senator SIMON. A former Illinois resident, I want you to know.

Mr. CUNNINGHAM. And coach. Good to see you again, Senator.
I'm against the direct loan system, but I also want to know how
Mr. Petri and yourself—If we go to a flat tax, how will that affect
the collection?

1 at one time wanted IRS to do it also, but I know there are sev-
eral things before the House and the Senate to look at a different
system, and how would you collect those fees?

Senator SIMON. The answer is, under the present system you can
go to income contingent or you can have a direct amount taken out
each month. When you get into the intricacies of computers and so
forth, I'm not the person to answer the question, but the IRS peo-
ple tell me they can do it.

Mr. CUNNINGHAM. I'm under a personal belief that the govern-
-ment does things less efficiently than private enterprise.

Senator SIMON. Generally, that is true. For collections, IRS is
pretty good, I have to say.

Mr. CUNNINGHAM. Well, unfortunately, we don’t like those ras-
cals, but I look at—You know, we're providing Federal student
loans. That comes—It’s not free money. We have to tax people to
take it out of their pockets to turn around and give it back and feed
a bureaucracy at the same time. So we don’t get the percentage of
dollars back down to the students as we do in the direct.

Then the President’s got his AmeriCorps where a student can
earn up to $30,000 a year. So we're also financing that student’s
repaying it involuntarily. I look at the overall system on the inter-
est on the debt that we accrue, and I know the GAO and CRS have
not come up with actual figures on the actual cost.

If you have this where it’s income contingent, and the average,
CRS says, is about 14 years, interest rates go up a lot over that
period of time. I know that we need accurate figures before, 1
think, we can make a decision on things, and I think that's why
a pilot program with a cap, before we jump headlong into this
thing, would be much more efficient. If vou could comment, Sen-
ator.

Senator SIMON. Yes. Well, that’s why we started with a 5 per-
cent. We're at 40 percent this fall, and we can gradually grow, but
again I'm not for mandating all colieges and universities go into
the direct lending program. If the others can compete and do a bet-
ter job, they should do it. .

In terms of your earlier remarks, AmeriCorps reaches only a per-
centage of the students, and in terms of tax money that goes into
this, that is true, but that’s also true for our grade schools, our
h}fgh schools, and we have learned that education really does pay
off.

Mr. CUNNINGHAM. I don’t disagree with that. I just think there’s
a better way to do it, Senator.

Senator SIMON. Well, we ought to do it the best way we can.
There’s no question about that, but it is interesting—I'm old
enough to remember after World War II. We thought we would give
a gift to veterans, the G.I. Bill, and we made a grant to veterans.
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It turned out to be not only a gift to veterans, but a huge invest-
ment in our own prosperity. If you take that old G.I. Bill, the aver-
age payment, and put an inflation index on it, today that would be
averaging a grant of $9,400.

Now I like to believe I'm a brave Senator, but I'm not going to
advocate that we have $9,400 per student grant. You know, I wish
we were in the financial situation to do that. I think it would be
a great investment in the future of our country.

I think we have to find the most efficient way of doing it within
the resources we have, and I think that is the direct lending sys-
tem.

I thank you, Mr. Chairman and Members of the committee.

Chairman HOEKSTRA. Mr. Istook, you will get your turn. I think
we have——

Mr. IsToOK. I wanted to mention, Mr. Chairman, I need to leave
for another meeting. If there’s a time for me to respond on that IRS
point, I'll do so. Otherwise, I'll talk to people privately, but I do
need to get away for another meeting.

Chairman GOODLING. Mr. Chairman.

Chairman HOEKSTRA. Yes, Mr. Chairman.

Chairman GOODLING. Well, I just wanted to refer to a statement
that the Senator made, that he wasn’t sure he was for this, and
that there weren’t any Democrats for it when Mr. Petri was bring-
ing it up. I'll guarantee him there were zero, and the amazing
thing is that the very person for whom it is now named was one
of the leading opponents to direct lending, and it wasn’t until some-
one came up with some goofy idea that, if we score this in a goofy
manner, we can say we get savings and, therefore, we can deal
with the savings issue in our committee; because we were told to
come up with a certain amount of savings.

Now we have no idea whether there any savings or not, but at
least that’s what they said. So I just wanted to make sure that you
weren’t along, because the former chairman was an outstanding op-
ponent to the whole concept.

Senator SIMON. I was a skeptic, too. I also want to say to Bill
Goodling—— '

Chairman GOODLING. But you won’t know for seven years wheth-
er you were a good skeptic or a poor skeptic, because we won’t
know for seven or eight years or nine years unless we say to the
colleges and universities, you collect; we’ll give you a percentage
over a certain point, but you collect these debts. Then we’ll find out
how many colleges and universities are interested in participating.

Senator SIMON. I tend to believe GAO and CBO. I might also add
to my friend Bill Goodling, if he stays here long enough, he can
move down the line in seniority here.

Chairman HOEKSTRA. He fills this Chair very nobly on those
days when we have full committee meetings.

Chairman GOODLING. One other comment. I was going to say to
the Senator before he leaves, in light of Senator Nunn’s hearings
last year, where it was revealed that schools were drawing down
Pell grant funds for ineligible students time and time again, due
to the Department’s inability to account for funds, we'd better go
slowly and make sure they can do a better job here than appar-
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ently, according to Senztor Nunn’s hearing, they did in relationship
to Pell grants.

Senator SIMON. There is no question that they have not done a
food job in the accrediting side here, and that’s the real problem.

think there is fairly universal praise of the job they’re doing now
in terms of direct lending.

Chairman GOODLING. But theyre only doing the lending right
now. That’s easy.

Chairman HOEKSTRA. There are a couple of people who have a
couple more questions for you, if it would be all right, although I
would like to let Mr. Istoo{ respond to the IRS, and then we'll go
to Mr. Sawyer.

Mr. IsTooK. I thank you. I'll certainly try to be brief. Mr. Chair-
man, as a member of the Appropriations Committee, I serve on the
subcommittee which has the Department of Education. I also serve
on the subcommittee which has the Internal Revenue Service.

I think it is unrealistic, at best, to expect that the IRS would
suddenly become an efficient collector of a large quantity of student
loans under this program. Certainly, we have heard much testi-
mony, for example, comparing the collection rate, the cost per col-
lection of the IRS compared to private debt collection agencies, and
suffice it to say that there are certainly problems there.

As far as the ability to handle the information, the IRS has been
on a multi-year computerization proi'ect of the tax modernization
system, which is years behind schedule and appears o be hundreds
of millions of dollars over budget, and we, frankly wonder some-
times if it's going to be able to get that function taken care of.

I believe that—All I'm trying to say is I know they’re working
hard but, Mr. Chairman, to try to say that the IRS can solve the
problems by being a very efficient collector of a student loan pro-
gram, I think, is very unrealistic.

Senator SIMON. Let me just add, that is not essential to this. I
happen to disagree with him, but at the present time the Depart-
ment of Education plans to use private collectors on a competitive
bid basis. :

Chairman HOEKSTRA. Mr. Sawyer.

Mr. SAWYER. Thank you, Mr. Chairman. I just wanted to take a
moment to thank the Senator for being with us today. It's been a

leasure to work with him in the past, and I look forward to work-
mf with him on this.

have to agree with you that the opportunity that we have to
observe and compare programs in a competitive environment of
comparable loan volume is a rare and important opportunity that
we shouldn’t pass up.

I also wanted just to take a moment to assure myself that it was
only in the narrowest possible terms that you were drawing an
equation between being disabled, deceased or a nun. Thank you,

r. Chairman.

Chairman HOEKSTRA. Mr. Roemer.

Senator SIMON. Let me thank my colleague for his leadership in
the literacy area, which I really appreciate.

Mr. ROEMER. I don't have a question. I just have a very short
statement to make about you, Senator Simon. I personally, and I
think many Members of Congress, also will greatly miss as you re-
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tire from the Senate in 1996 your expertise on education issues,
your devotion to improving ecﬁ;cation in the United States, and
your tireless dedication to issues that affect children.

You are a valuable resource that the House and the Senate has
gained a great deal from, and we will truly miss.

Mr. CUNNINGHAM. Would the gentleman yield?

Mr. ROEMER. I'd be happy to yield.

Mr. CUNNINGHAM. I'd like to second that, and I would also like
to add to the gentleman’s pride who take an active part in edu-
cation, and I want to thank the Senator and associate myself with
the remarks.

Senator SIMON. Thank you.

Chairman HOEKSTRA. Thank you, Senator.

Chairman HOEKSTRA. Thank you for being so patient. We'll turn
to you now, Mr. Gordon.

STATEMENT OF HON. BART GORDON, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF TENNESSEE

Mr. GORDON. Thank you, Mr. Chairman and committee Mem-
bers. I think one thing that you're going to find here today for sure,
and it is something that juries have known for a long time, and
that’s four honorab%e people can witness an accident, come before

you, and tell a different story, thinking that they are telling the
correct thing. So as members of the panel and members of the jury,
you’re going to have to weed through all that today, but I do thank
you for giving me the oElportunity to be here.

Let me just real quickly—and T don’t want to try to rebut all that
Senator Simon said. I do want to change the context one bit. First
of all, you’re here, certainly, to review the direct lending program.
The second thing is, you're here reviewing Mr. Goodling as well as
70 other co-sponsors of a bill that we have—Mr. Goodling and I
have—concerning testing the direct lending program before it’s
fully implemented.

Senator Simon characterized that as stopping schools like Notre
Dame which, by the way, does not want to get into direct lending,
from being able to get into the ﬁro%ram. What we're trying to do
is 'greserve the opportunity for schools to have a choice.

he Department of Education now wants to conscript, wants to
force your schools, whether they like it or not, into the direct lend-
ing program, to take away the option. So our bill simply provides
that option, to have a test, and then in two years the full commit-
tee wiﬁ review and then make a determination of what should hap-
pen. So I just wanted to be sure that we had put it in the right
context.

Education has been a high priority for me as well as trying to
find ways to make loans more avai{able for students during my
time here in Congress, for the same reason that it’s of concern to
all of you. Constituents have come up to me and told me of the dif-
ficulty they are having with affording to send their kids to school
now,

Again, Tennessee, I think, reflects the same thing all of you
know. In the last 10 years the price of just public schools in Ten-
nessee has gone up 123 percent. Yet the income in Tennessee has
only gone up 89 percent. So I guess next to health care, probably
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higher education has gone up faster than any other commodity we
have, and it’s tough—tough—for kids.

Good gracious. 1 hope people like Mr. Istook—I don’t know what
in the world he’s f%oing to do, but if you just have one or two kids,
you know how difficult it is. That’s the reason all of us are lookin
f(;)rl ways, honorably—We're looking for ways to make it more avail-
able.

That's what I was trying to do. You know, the old way: Let’s just
shovel some more money into the program. That doesn’t work now,
and we all know that. So I looked into the student loan program,
and here’s what I discovered.

In 1980 we had a $3 billion student loan program and a 10 per-
cent default rate. In 1990 we had a $7 billion student loan program
and a B4 percent default rate. We were spending more moneys on
%efa(tlxlts 10 years later than we did on the whole program before-

and.

If we could get that default rate back to 10 percent, then we
would have more than enough money for every student in America,
regardless of their income, to be able to have a loan, as well as
save money for the taxpayers. So the next question is how did we
get in this shape?

So I kept looking. I looked further, and I found that in the early
1980s that proprietary schools, for profit schools, were allowed to
come into the program. I think, you know, we would all agree that
anyone who wants to go to Boston Plumbing Schools is just as hon-
orable as going to Harvard, and so there’s nothing wrong with pro-
prietary schools, which oftentimes are trade schools.

As a matter of fact, many of them serve a ood purpose, but what
had hagpened, when they got into the student loan program, we
found that there were many proprietary—you know, people making
profits in these schools that were more interested in getting a stu-
dent’s money than giving them an education. So once they got into
the program, you know, to heck if they showed up for any classes.

_You know, they weren't going to try to get them a job, because
they'd already gotten their money.

en, what we found was that students leaving these programs
hadnt gotten the kind of training that was necessary. The,
couldn’t get a job. They defaulted, and obviously, the taxpayer sut-
fered, but also that student suffered; because once you default on

a student loan, you can never get another one.

Oftentimes, tgey were sucked into these programs thinking they
were going to try to improve their life, only to find another door
slammed. So then I went undercover to make sure that this was
the case.

I have a copy—NBC helped on that, and I have a copy of that.
You can see for yourself when I went undercover to find out what
was going on in these schools, and that's what they would say.
Come on in; it’s free money. You know, don’t worry about it.

I guess that’s the reason that I spent so much time working with
Members of this committee to reform the student loan program,
and we've put in a number of reforms, and the results are already
showing. Last year, after the first year of the reforms, we saved
$700 million by kicking out some of these high default schools. This
year, it's $1.2 billion, and continuing to increase.

Ao




Because of that success—end I think that can be a model for—
This is sort of collateral to all this, but as we start looking at cut-
ting student loans and various things, we might look at making
them more efficient rather than just cutting them. That’s what we
did with this program.

So we're saving $1.2 billion. So that is my big concern with the
direct lending program. After making this success, making this a
better program, the direct lending could undo all that success, be-
cause the direct lending program says, once you get into the pro-
gram, your default rate doesn’t matter any longer. It’s a get-out-
of-jail-free card.

You know, so what if you have a 90 percent default rate. You're
in the program. You’ve got a blank check. They come in. You just
write them. You know, we’re going to undermine all the reforms,
all the savings, and also really the protections for students to know
they’re getting in a school that can give them a good education.
That concerns me.

I'm not alone in this. The Advisory Committee on Student Finan-
cial Assistance, which was set up by the bill to overview the direct
lending, just in their first review of it, point out there are some
good things about direct lending, but they also make it very clear,
in their words, that direct lending—or allowing schools in with
Guestionable records.

I want to make this a part of the record. I also want to make
a part of the record an evaluation of that that Mr. McIntosh, Peter-
son and Pomeroy and I have that shows just how bad it is to let
these schools into direct lending, and I make that a part of the
record also.

Also, Senator Simon mentioned the savings, the cost savings of .
direct lending. Again, this is illusory? I want to make a part of the
record a report from the CRS too.

Let me just very quickly read something to you so that we can
in real world dollars know that there are no savings here, and we
need to look at other areas. Here is what they say: “What started
this search for reform of the loan program was expleding default
rates and more than competitive returns for commercial lenders.
The proposed solution, direct lendin , is largely irrelevant as a
means of reducing these costs. More tﬁan competitive returns were
virtually eliminated by the 1993 Student Loan Reform Act and, if
anything, direct loans may increase default rutes. There may be a
logical rationale for direct lending, but lower cost is not it.”

So we’ll get that off the table and try to talk about some other
of the gentleman’s concerns there. Final ¥, my last exhibit is 50 let-
ters from 50 colleges across this country asking you not to force
them into direct lending, not to allow Department of Education to
use conscription, saying please test this program first.

I want to make these a part of the record, as well as a letter
from Secretary Reilly, whom I admire very much, who makes it
clear that the Department is oing to conscript schools in your dis-
trict and in my district, whether they like it or not, to meet their
goals of going to full direct lending. I want to make that a part of
the record.

Sc once again, you know, you've got schools like Duke, Penn
State, Northwestern, Notre Dzme, Vanderbilt, University of South
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Carolina saying the same thing that Bill Goodling and I are saying.
Give it a chance. Let’s see if this program is going to work. Then,
in two years, youll have a chance to make a determination when
you get ready to reauthorize.

Let me tell you what we know now. Direct lending, although they
want to go to 100 percent—Direct lending has been in existence for
one year. What do we know? Well, we know this, that over that
one-year period they can loan out $800 million, but they’ve col-
lected less than $1 million.

For goodness sakes, let’s test this program first, because what
we've got here is a situation where direct lending is going to, over
the 25-year period, require $400 billion in additional ‘ederal debt.
It's going to re%uire,hiring hundreds of new Federal employees and
thousands of additional contract employees without any additional
savings, and without any appreciable benefits for the student.

So why in the world are we going to take on this kind of risk
unless not just that direct lending is just as good, not just that di-
rect lending is maybe a little bit better, but that it’s substantially
better, and you can’t know that without a test. What our bill sim-
ply doe: is set u%,a test and then, in two years, when you reauthor-
ize, evaluate it. You can say let’s go to 100 percent direct lending,
let’s do away with it, or let's have a combination.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Gordon follows:]

STATEMENT OF HON. BART GORDON, A REPRESENTATIVE IN CONGRESS Y'ROM THE
STATE OF TENNESSEE

Mr. Chairman, I want to thank you and the committee for extending to me the
invitation to ag(pear before you today.

As you may know, for several years reform of Fedoral student loan and grant pro-
grams has been one of the tcp priorities of mi service in Congress.

My strong interest in this issue began when I was approached by middle-class
parents in my district who complained that the cost of college combined with the
difficulty in receiving financial assistance meant that their children were putting off
college for a year or two—or sometimes forever.

I decided to take a hard look at exactly where the billions of tax dollars for grants
and loans were going.

I found that in 1980, about 10 percent of new funds appropriated for lnan pro-
grams went to pay-off bad or defaulted loans, but by 1990 54 percent of those funds
:lvere going to cover defaulted student loans—and not available to other worthy stu-

ents.

M{ investigation of this default explogion led me to the source of much of the
problem, unserupulous proprietary schools which were not in business to educate
students but instead to use students to get access to Federal dollars.

The bad apples have been very bad for Federal loan programs.

For the record, I would like to submit to the committee a videotape of the NBC
news program, Ii‘xpose which includes my own videotaped undercover visit to one
Tennessee proprietary school and gives an accurate overview of how problem schools
have wasted precious funds in both the Pell grant and student loan gmgrams.

After two years of a very hard fight, we enacted real reform and I am proud to
reg%rt that default rates are decreasing.

is is especially relevant todagﬂlfecause my strong preference for a thorough and
fair test of di ending before implementation is based, first and foremost, on
my concern that the worst of proprietary schools will flourish in the direct loan pro-

gram,

Others, including the Advisory Committee on Student Financial Assistance [the
group responsible for reporting to Congress on the status of Federal student assist-
ance programs} have reviewed the direct loan program and share my concern.

I would like to submit a eopiv;lof a report written by the Advisory Committee on
Student Financial Assistance in the form of a letter to Senator James Jeffords.
While acknowledging some positive aspects of the new loan delivery system, the Ad-
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visory Committee finds that the Department of Education is allowing schools with
“questionable records” into the direct loan program unnecessarily risking serious
program integrity problems.

this report indicates the direct loan program currently does not figure default

ratels for participating schools and allows schools to draw down Federal funds di-
rectly.

With the Advisory Committee report, I will include the analysis of this problem
as presented by Representatives McIntosh, Peterson, Pomeroy and myself in a press
conference last month.

The Department of Education has contested the points we made last month as
well as the findings of the Advisory Committee, but I believe the concerns raised
in both cases are accurate. Institutions like the Las Vegas School of Gaming with
a 47 percent default rate—and dozens others like it—do not belong in any loan pro-

am and certainly should not have been allowed into direct loan program where
s:.fault rates are not calculated.

I also want to address the fact that this debate had been confused by claims that
the new program will mean billions in real tax dollar savings. On March 10 of this
year 1 asﬁed the Congressional Research Service for a straightforward, non-partisan
account of the budget savings potential of the direct loan program. That is exactly
what I received.

I would like to quote from the summary section of the analysis:

“What started this search for reform of the loan program was exploding de-
fanit rates and more-than-competitive returns for commercial lenders. The pro-
posed solution—direct lending—is largely irrelevant as a means of reducing
these costs. More-than-competitive returns were virtually eliminated by the
SLRA (1993 Student Loan Reform Act] and, if anything, direct loans may in-
crease default costs ... There may be a logical rationale for direct lending, but
lower cost is not it.”

Mr. Chairman, I submit this CRS analysis as a part of my testimony and hope
that each Member will give it a careful review because this non-partisan document
refutes the saving claim which has been the driving force behind direct lending.

As mg' final submission today, 1 will provide to the committee copies of 51 let-
ters—50 letters I received from schools all across the country and one letter from
the Department of Education. These letters express a common concern about direct
lending and a shared desire to see the new program thoroughly tested.

Unfortunately, this letter finm the Department of Education confirms, I believe
for the first time, that the Department is planning to use its conscription powers
to force schools like these into cin-ecf lending against their wishes.

I believe schools like Duke, Penn State, Northwestern, Notre Dame, Vanderbilt,
and the University of South Carolina know more about what is in the best interest
of their students than anyone in Congress or at the Department.

I have found that most Members of Congress and the vast majority of schools do
not realize that the Department of Education 1s poised to use conscription powers
to add loan volume to the direct lending program.

1 believe the Advisory Committee report, the CRS budget savings analysis, these
letters from schools and confirmation of the Department’s intent to conscrigt point
us toward a test-first approach to direct lending. That is the goal of our bill, the
Student Loan Evaluation and Stabilization Act of 1995.

H.R. 530, the legislation which I am co-sponsoring with Chairman Goodling will:

{1] improve Congressional oversight of the billions of dollars the Department
of Education spends to administer this new program

{2] requires that the Department of Education track loan defaults at direct
lending schools .

(3] ensure that loan guaranty agencies are not forced into insolvency, contrary
to Congressional intent

(4] provide that administrative costs are scored the same way for the direct
loan program and the public-private guarantee program, and

(5] limit the proportion of student loans made through direct lending to 40
percc}ant of new loan volume (the level set aside for the 1996-1996 academic
year).

Mr. Chairman, in closing I would ask that we all think carefully before moving
to direct lending.

[ believe the case for 100 percent direct lending must be very compelling to justif;
$400 billion in added and unnecessary Federal borrowing, no savings in real tax dol-
lars, hundreds more bureaucrats at the Department of Fducation, a new set of
servicers, and if the Department is willing to approve guaranteed program improve-
ments, no significant adva:.tage for schools or students.
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The new program has loaned over $800 million so far and collected less than one
million. We know the Federal Government is better at loaning than collecting. We
need a real test.

I hope both progonents of 100 percent direct lending and those advocating com-
?lete re consider H.R. 530 an opportunity to win this debate in the right way.

f FDSL really works—with no serious default, management, or servicing pro
lems—our bill will prove just that and we can forward to 100 percent loan volume.

If, on the other hand, problems with direct lending prove too numerous and too
serious to justify what the program adds to the national debt and Federal bureauc-

ra?', we know before dismantling the guaranteed loan program.
o both sides of this debate, I say “don’t be afraid of a fair test’—it's the right
thing to do for taxpayers, schools and most of all, students.

Chairman HOEKSTRA. I've just got one question for you. If we—
I'm predisposed to your position, but if we wait two years, which
means we’ll have three years of loan experience under our belt, do
you really think we'll have the information necessary to decide
whether we are a good collection agency or in the long run would
be a good collection agency?

Mr. GORDON. Well, I trust the committee to make that deter-
mination. In two years you may or may not have that information.
If you do, you should make a decision. If you don’t feel comfortable
with it, then this committee can authorize it for one more year, for
two more years or whatever you think; but I think, again, I trust
the committee to make that determination.

Whatever it is, I'm sure there is going to be some fine tuning,
but we simply need more experience, more information before I
think you can make that valid determination.

Chairman HOEKSTRA. The concern continues about having two
duplicative programs, the prior system and now direct lending, and
running both programs simultaneously. I just wondered whether
you had some insights into why you thought two years would be
appropriate and why we would have the information in two rather
than in four or five.

Mr. GORDON. Well, two years is when the higher education bill
will come up, and you will be reauthorizing. So, I mean, that’s the
natural sort of demarcation line. Again, if you want to push that
back, you can.

You raise a very good question about a dual system. You know,
it may be heresy, but let me just give you some of my quick
thoughts. We're not going to have two systems unless our bill goes
into place. The administration and the Department of Education
will go forward with full direct lending. They will undermine the
private sector, and it will be gone. You can’t put it back together.
Humpty Dumpty will have fallen off.

I talk to an awful lot of schools. I mean, there are going to be
few people that have talked to more schools about this program
than I have and, honestly, I'll teli you what I'm finding. There are
a variety of schools that like direct lending and want to keep it.
There are just as many schools like Notre Dame and Vanderbilt
and University of South Carolina that don’t want it, and both those
positions are in the minority.

The vast, vast majority of schools say, you know, I don’t mind it
being tested. I don’t mind somebody else having a chance to use it.

I don’t mind—You know, we may want to use it sometime, but test
it, you know.

44




38

One thing that the 8u—-90 percent of schools will agree upon is
they don’t want to be conscripted. They don’t want to be forced into
the direct lend program, and that’s what will happen.

What I'm seeing right now is in the short term, having both sys-
tems is good, because it is pushing both the private sector and De-
partment of Education to do their best. They’re out there competing
to make it a better system for the schools as well as for the stu-
dents, and that’s healthy, and we would have a better program be-
cause of that competition.

Now one of the problems you have is that one of the competitors
is also the regulator, and so, you know, it's hard—You know, if you
were playing basketball, you wouldn’t want, you know, your oppos-
ing team to also be the referees, and that’s what we have now with
Department of Education being both the regulator as well as the
competitor.

Part of our bill tries to, as best we can, level that playing field.
The other option: You may decide a dual system may be best in the
long run.

Chairman HOEKSTRA. Mr. Sawyer.

Mr. SAWYER. Thank you very much, Mr. Chairman. Bart, you've
done just a remarkable job on this. You've been tenacious and gone
into great depth throughout the entire time that you've been work-
ing on this, and I have to admit that there is absolutely nobody
who has put in more time. I certainly can’t imagine that there is
anybody who has talked to more schools than you have.

t me comment just briefly. It seems to me that the comparison
that you made between the default rates in 1980 and those 10
years later may have been a little bit misleading, in that the de-
fault rate of 10 percent remained essentially stable throughout that
decade, but that the cumulative relationship between debt volume
and currently outstanding debt had risen to 54 percent, but that’s
not the same as a 10 percent annual default rate. Would you con-
cur with that?

Mr. GORDON. Well, of course, you could say the same thing for
the prior 20 years, before 1980, and you didn’t see that kind of dra-
matic increase then. :

Mr. SAwWYER. Of course, you could. Of course, you could, and
there is no question but that the kinds of reforms that you've been
advocating——

Mr. GORDON. And youre a part of it, too. All of us were a
part——

Mr. SAWYER. We have all worked toward that.

Mr. GORDON. {continuing] of helping reduce that default rate.

Mr. SAWYER. | agree with that. I would also like to suggest that
the current lending in the direct lending program, the collection
rate—it probably is a little premature to be comparing $1 million
to $800 million.

Mr. GORDON. Oh, sure. It’s premature to be comparing it, and it’s
certainly premature to be saying go to 100 percent, start conscript-
ing schools all over the country.

r. SAWYER. I understand that. You're looking for a competitive
environment. Can I assume then that you wouldn’t want to see
anybody forced to that 100 percent nor would you like to see it
capped at 40 percent, for example, so that those schools out there
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that might want to make a decision would be precluded from mak-
ing that kind of decision?

r. GORDON. I think that’s what our bill does, because the De-
partment of Education, and we have it in writing, has made it
clear. They want to move beyond—They want to go to 100 percent
direct lending, and once that occurs, then you undermine—and
they would like to do it tomorrow, if they could—you undermine
the infrastructure within the private sector. _

So they're trying to take away the right of schools by conscription
to have a choice. So what our bill does—TIt just puts into place, real-
ly, a holding pattern. I think the Department is at 29 percent right
now. So it still gives them plenty of room. They want to go on up
to 40, until you have a chance in two years to review this.

If we don’t do that, then they are going to take away that option,
because they're going to take it to 100 percent direct lending.

Mr. SAWYER. [t seems to me, Bart, that caps are as much a det-
riment to an open, competitive environment as conscription is.
S¢——

Mr. GORDON. I think the difference, though, the cap is for two
years. The move to 100 percent direct lending and conscription of
schools is forever.

Mr. SAWYER. That may well be, but that doesn’t provide for a
competitive environment, if we’re really looking for schools to have
the opportunity to make choices based on that comparative advan-
tage from one system to another.

Mr. GORDON. Okay. Well, then let's do this, Tom. If that’s the
case, then can you get the Department of Education to say they
won’t conscript schools, because it's not voluntary if you're made to

get into> the programb and the Department of Education, within

writing which I've su
script. :

at’s part of what our bill says. It makes clear, they can’t con-
script. They can’t force schools in.

r. SAWYER. I hear you clearly, and I'm just saying that if I'm
going to do that sort of thing, then it makes little sense to have
a limitation on the kinds of choices that a school could make in
moving back and forth.

Mr. GORDON. Well, let’s just level the playing field, stop them
from being able to conscript, also make sure that the competitor is
not also the regulator or, if so, that there are some protections, and
then we can have a level playing field. '

Mr. SAWYER. Well, you don’t want to set up another bureaucracy
to do a duplicative job of regulation, and I don't either. So perhaps
we need to find out a way to overcome your misgivings about that.

Mr. GORDON. Sure.

Mr. SAWYER. I want you to know that I have as much discomfort
over caps as I do about conscription.

Mr. GORDON. And I think that’s all the more reason that we all
need to sit down. Our bill—Bill may think this is the absolute,
have-to-do perfect situation, but I think—and I'm just being face-
tious. I mean, let’s sit down and work it out.

We're all in the same boat. We all want to see students get the
best opportunity. We want to see the taxpayers get the best oppor-
tunity, and let’s sit down and see what we can get worked out, but

mitted to you, says they are going to con-
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f(})lrcing schools into this program is, I don’t think, the way to do
that.

Mr. SAWYER. Thank you, Mr. Chairman.

. Chairman HOEKSTRA. Well, we'll hear what Chairman Goodling
has to say.

Chairman GOODLING. Well, of course, we can’t set up a competi-
tive situation until we find out whether the program works or
doesn’t work. You have to have—You know what the one program
does. You have to find out what the other program does before you
caxI:i have any kind of competition out there, and that’s all we're
asking.

We're saying that until we do as we said in the legislation, slowly
move into something that no one knows anything about—No one
in the administration knows what the outcome will be. They will
be gone seven years from now when we have to start trying to
make sure we collect this money. I want to know whether Hope
College will have 97 percent collection in seven years from now as
they now have under the existing systems.

That’s what we need. We neeﬁ time, but if we’re going to try to
present a budget here that takes us to 100 percent in two years
time, there’s no way to determine whether you have competition or
don’t have competition. There’s no way to determine whether one
program is better than the other. ,

ready, as you mentioned, the referee tries to make darn sure
that they can disprove that the other side has anything to offer.
This is what they do. Schools and their students participating in
the FFEL program are still not being allowed to use the single free
financial aid form, even though Congress said it is for all students.
Now how can you have any kind of competition? How can you judge
systems if you don’t allow them to play under the same rules.

The direct loan consolidation program which the Department de-
veloped offered students more favorable deferment provisions and
interest rates than the existing program. How do you check that?
How do you compare that, if the referee is not going to allow the
othder ?si e to play under the same rules that they are playing
under?

FFEL participants are hindered by Department regulations in of-
fering students more flexible repayment terms, as they are doing
with direct lending. They do the exact same thing. They don’t al,.w
them to do anything with new, innovative electronic services, but
they’re going to use them.

So even after seven years, we may not be able to prove anything,
becauce the referee does not allow a level playing field to find out,
and that's all we’re asking. No one on this committee, no one in the
Congress, no one in the Senate, no one anywhere has any idea how
well the program will work.

Now it's fine to say as a college, we love this. Well, of course. I
mean, it's pretty simple and, as long as you don’t have any respon-
sibility about collecting any of the bucks, why wouldn’t you love it?
It’s wonderful for the student.

Well, my wonderful chairman who—former chairman, who is a
very good friend of mine, alwaiv‘s also used to say what we need are
all Pell grants, and we don’t have to worry about defaults. That’s

a magnificent idea. I'm afraid that'’s the way we're heading right
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now if we allow us to move in two years without a seven-year op-
portunity to find out how the system is going to work, and that’s
where we're headed, Pell grants for everybody.

Well then, of course, the taxpayer is going to have something to
say about that. So I appreciate your testimony. I hope we can get
the Congress to understand, we'd better look at what it is we're
going to do, because seven {:}grs from now we may discover that
we made a terrible mistake. Why do that?

Why not find that out by having the two systems or three sys-
tems working at the same time, fairly, on a level playing field, and
then make the decision which way we should go. So thank you very
much for your testimony.
| Mr. GORDON. Thank you for that question, Mr. Goodling.

o Chairman HOEKSTRA. Mr. Reed? Mr. Scott?

: Mr. Scorr. Thank you, Mr. Chairman, There’s one comment I'd
- like to make. It's not a question. You had indicated a problem with
- default rates at some schools. Particularly proprietary schools have
. very high default rates. One comment, I think, is important to note
- is some of those, if you look at their student body, they’re taking
- a lot of people who, from situations—If half of them actually pay

: the money back, they've done a great service to society.
= Some colleges, Ivy League colleges, for example, ify they had a 2
v i:ercent default rate, they ought to be ashamed of themselves. So

- mean, I don’t think you ought to look at the default rate in and
- of itself as a measure of what effort is being made by the colleFe.
= Many of the proprietary schools take people who have no skills,
- no possibility of getting a job, and within eight months to a year
or two years give them the skills to actually work. Some of them
don’t make it, but from where they started to where they ended up,
- they’ve done a great service to society.

- I'would hope that, whatever we do, we not look just at a default
rate as a criterion as to whether a school is doing a good job or not.

Chairman GOODLING. Would the gentleman yield?

Mr. ScorT. | yield to the gentleman.

Chairman GOODLING. I just wanted to indicate that we've come

- a long way with that, because of course, some of those fly-by-
nighters did take great advantage of young people anc, when we

: were smart enough to delay disbursement, we put them out of busi-

y ness, and now the goodies are there and the baddies are gone.
- Mr. GORDON. Mr. Scott, I think you make a very good point, and
as 1 have said earlier, I think there is certainly a role for propri-
etary schools and, clearly, many proprietary schools do deal with
students who are at risk.

The legislation that this committee has put forth in 1993, the re-
form, still gives much room, but I think probably the most articu-
late spokesperson on this issue is Maxine Waters. Maxine—and
I've heard her—] was going to say rant and rave, I probably
shouldn’t say that about Maxine but, let’s say, be vocally articulate
about these schools that will come into her community, into Watts,
wétl; no interest in those at risk children, those kids or those
adults.

They come in there for one reason. They want to use them to get
the Federal dollars, and it's so sad to see, you know, one woman
with maybe a couple of children who wants to improve her life. So

[

4o




42

what she will do is she will ask her mother maybe, will you babysit
for these children while I go to this school and try to learn a skill
because, you know, I want to go off and be on my own.

Well, she does that. She goes to the program. Of course, these
folks have no interest in whether or not they teach her a skill or
if she gets a job later, because they've already got her money.
Those are the folks we're trying to get to. Those are the folks that
aren’t helping those students that you and I are interested in.
Those are the ones taking advantage of them.

I think that we can, hopefully, leave a wide door open for legiti-
mate proprietary and community colleges, State vocational/tech
schools, and at the same time, protect them; because don’t you
think we have a responsibility.

If you have a student that comes up and gets a Federal guaran-
teed loan in some way or a Federal loan through the direct lending
and take it to XY or ABC Magic School, then don’t you think that
student thinks, well, if the Federal Government, Department of
Education, is going to give me a loan to go to ABC Magic School,
then they must be saying this is a good school, and so I can go
there without concern.

I think we have a responsibility to those students.

Mr. ScorT. I think—I hope we would not throw out the baby
with the bath water. The experience that Representative Waters
has and the experience in my district are entirely different. We've
got schools with placement rates of 75-80 percent taking people
with no job skills at all, no skills at all, no possibility of getting a
job, and T would hope—and by just going to a default rate, you will
put these places out of business.

In fact, we have put many of the very good schools that have
taken people with no job skills, given them job skills, and by hav-
ing this arbitrary level comparing a business college with an Ivy
League school that takes just the top 1 or 2 percent of achievers—
To have them competing at the same default rate standard is, in
fact, ridiculous.

Mr. GORDON. Well, that’s why we've set the standard high. Be-
fore a school is threatened, they have to have three straight years
of 25 percent or more default rate; and if they do, even at that,
then they have an appeal process to show that they are taking
these at risk students.

Then we've put in additional leeway for traditional black schools
and other schools like historically black schools. So there’s been an
effort to do that, and I hope that it is working, and this committee
should look at it. If it can be fine tuned and made better, it ought
to be made better.

Mr. Scort. Thank you, Mr. Chairman. I think I've made—We've
both made our points.

Chairman HOEKSTRA. Thank you. Mr. Green.

Mr. GREEN. I have no questions.

Chairman HOEKSTRA. Well, thank you for your patience, for
being last on the panel. You got more air time than anybody else.
So thank you very much.

Mr. GorpoNn. Thank you.

4/
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Chairman HOEKSTRA. I'd like to invite the second panel forward.
Ilwill yield to my colleague, Mr. Reed, to introduce one of the pan-
elists.

Mr. REED. Thank you very much, Mr. Chairman. 'm delighted
to welcome Lynn Fawthrop of nger Williams University. Lynn is
‘the Director of Financial Aid. She’s a very active member of the fi-
nancial ‘aid community in Rhode Island and has been personally
very helpful to my office in explaining all the intricacies of finan-
cial forms to thousands of Rhode Islanders and their more puzzled
parents.

She’s also very active on a national level as Chairperson of the
%dvisory Committee on Student Financial Assistance. Welcome,

ynn.

Thank you, Mr. Chairman, for your graciousness.

Chairman HoEkSTRA. Thank you. Now let me introduce the other
members of the panel. We have Mr. Pierce who is President and
Chief Operating Officer for Maine Education Services. We have Mr.
Otto Re(:lyer who is the Associate Vice Chancellor for Student Serv-
ices and Director of Financial Aid for the University of California,
Irvine. Boy, a heavy dose of California today.

Then we have Ms. Phyllis Hooyman who is Director of Financial
Aid for one of the most outstanding colleges in the country today,
Hope College, which is located in my hometown and which is also
my alma mater. So welcome to you.

Chairman GOODLING. Did they accept you into their college?

Chairman HOEKSTRA. I snuck in, but it was a great place. We'll
start with Mr. Pierce.

STATEMENT OF RICHARD PIERCE, PRESIDENT AND CEO,
MAINE EDUCATION SERVICES

Mr. PIERCE. Thank you, Mr. Chairman, Members of the commit-
tee. My name is Dick Pierce. I am President of Maine Education
Services. Just a quick background: I've spent my entire adult life
in education. I've been a teacher, a college dean, served regionally
in the New England Board of Higher Education, nationally in the
Education Commission of the States, and have been involved, basi-
cally, in the last 20 years around the student loan program.

l\z organization provides a secondary market, or students, for
the Federal loan program exclusively in Maine, and I'm just really
pleased to have the opportunity to tell you a little bit about what
we do. It was apparent when Senator Simon was talking about the
full page ads that Sallie Mae had the opportunity to put before you,
and Con%essman Istook was talking about the limitless dollars
that the Department seems to have to advertise, we have neither
of those opportunities.

So for us to tell you what we are doing in a small rural, rel-
atively poor State, is a unique opportunity for us, and we appre-
ciate it. I also want to say that one of the reasons I am not here
today is to take any potshots at the Department. I have long
thought that we ought to be a partner with the Department in
these programs and not a competitor.

I am also not here to tell you that I've seen in my 20 years in
this business that programs have been run perfectly over the years.
There have been lots of problems, but I can tell you that I think
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that there are an awful lot of good things that have been happen-
ing for a wide variety of reasons.

I guess it really doesn’t matter what those reasons are, but there
are an awful lot of good things that have happened over the last
few months and years to make this program operate better than
Ive ever seen it operate in the past. I think we’ve made tremen-
dous strides in making the delivery in servicing of student loans
easier for students and for schools, and I think that’s really what
it is all about.

Not only have we been able to speed up the processing of applica-
tions and the transmitting of loan funds to schools, but we’ve also
been able to cut administrative costs. Many of us, as a result, are
trying very hard to pass those savings directly on to students in
the form of lower interest rates, as we do in the Maine program,
and reduced fees, coupled with always improved personalized serv-
ice.

At the same time, we also aren’t forgetting that we have a re-
sponsibility in the area of defaults. I am proud to say that Maine
has always had one of the lowest default rates in the Nation, and
it continues to have that. In fact, all of New England has a very,
very low, traditionally low default rate.

I would also like to add that long before the Higher Education
Act of 1965, Maine was ma.kin% loans to students from the private
sector, using funds. We have a long tradition in this program.

I think that being a not-for-profit, State-based operation really
allows us an awful lot of flexibility that, undoubtedly, a large
Washington based organization really can’t have. I think the ap-
proach that sometimes Washington takes of one size fits all is ex-
actly what we, a State like Maine, are not.

We have tried to use whatever ingenuity we have to deliver the
rogram and make it work for our people, because we are abso-
utely convinced that our whole future in the State of Maine is

really dependent pretty much on how successful we are in moving
our people on to some form of higher education.

I also would like to point out that, basically, many of the
changes—most of the changes I've seen over the last couple of
years are really pro-student, and I would also like to quickly men-
tion three major nationwide innovations that are happening, just
to make sure that they are on your agenda and bring them to your
attention.

First of all, the National Student Loan Clearinghouse is an effort
that is entirely in the private sector and has really been a response
to the Congressionally mandated National Student Loan Data Sys-
tem, which really never got off the ground, to any great extent.

Now the private sector has taken over and, with absolutely no
cost to the Federal Government, this is up and running at over 200
schools with well over 2 million students participating, and I think
that this is a great new innovation.

Two other projects that are underway, the Educational Loan
Management, Y)etter known as ELM, and, while we do not partici-

ate in this, there are a couple of our competitors on a regional
asis that do use this.

I would like to bring this to your attention, because I think it's—
Regardless of the fact that they are our competitors, I think that
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there are some things in there that are going to be better for stu-
dents, and they ought to be allowed to institute these changes that
they want, which really brings a sta.:dardized, computer based de-
livery system for student loans and services to the forefront.

Much like people have used Visa and MasterCard, ELM has
some wonderful possibilities, and I think that it’s something that
should be allowed to move forward and not hindered by Depart-
ment regulations,

Thirdly, the Commonline Network is another important area,
and I would like to point out that every single guaranty agency in
the country has agreed to use the CommonLine.

In fact, a number of schools are already using it, and the initial
results have been absolutely fantastic, and certainly they make
sense in standardizing many of the things that we do in the indus-

try.

Finally, I'd like to say that the Coalition for Student Loan Re-
form, which is a group of guaranty agencies, of lenders, secondary
markets like ourselves, worked with financial aid officers who I
consider the real experts, the people who are out in the front line
who know this program probagly better than all of us, to develop
a list of recommendations for FFEL improvements.

Recently, the Coalition has conducted a survey which I have at-
tached to my testimony which shows a dramatically improved level
of services in the private loan programs, including the electronic
processing of loans and 24-hour turnaround for applications in
many areas. Basically, I think that the survey is a very good source
of new information for you. :

I also would like to just point out something about educational
outreach, because too often I think perhaps you look at all of us
as some people who provide some capital and service loans, and
that’s it. I would just like to at least read into the record and leave
with you some photographs of some of the things that we do in
Maine that are fairly unique.

We have a 34-foot Winnebago that goes to high schools. It has
computers on board. It has printers. It has video, audio. It has
Master’s degree counselors. It helps students with financial aid
forms, with career counseling. It goes to malls. It goes to adult edu-
cation centers, to displaced homemakers, to youth correctional fa-
cilities, all over the State.

You know, in a State like Maine aspirations are everything, and
many, many people in our State will not come through any front
door. You have to go to them, and that’s one of the things that
we're trying very hard to do, to make them believe that they can
go on to a variety of forms of higher education.

I can tell you from unlimited anecdotal evidence that we have
had over the past year that this has been in operation that it’s
been just an unmitigated success and is just well received by peo-
ple all over the State of Maine. I was going to say especially in the
rural areas, but I guess basically we're one big rural area.

I vrould like to say that the program improvements which I have
mentioried represent really just a sampling of some of the innova-
tions, because every State has done something different.

We aren’t all the same, and we really hope that we will be given
a chance to present more fundamental proposals for reform and re-
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structuring of the student loan programs when reauthorization
comes up next year.

1 guess it's been well pointed out here. and I don’t want to be
repetitive, but clearly, H.R. 530 i# going to give all of us an oppor-
tunity to see how these two programs work, and that’s all that
we've ever asked. I have said time and again, if the government
can do this better program—do this better—run this prcgram bet-
ter than we can, then they darn well ought to be running it.

I don’t have any problem with that at all, but to just put this
five-year program, which has worked so well in so many places, out
of business, I think, is unconscionable, frankly, and I hope that it
doesn’t happen; because as Mr. Scott said in referring to throwin
the baby out with the bath water, as far as I'm concerned, at least
in Maine, we are the baby, and I hope that we don't get thrown
out.

I would also just like to say that I would ask the subcommittee’s
assistance in monitoring the activities of the Department of Edu-
cation. I hope, and I continue to wish, that they will be our partner
in doing what's right not for the President and in doing what'’s
right not for politicians, but doing what’s right for people who de-
serve the very best programs.

It just becomes a political football far too easily, and it’s people
who fall through the cracks who really need all of our help. Collec-
tively, I would like to think that we could work with the Depart-
ment and not against it. I, for one, don’t see them as a competitor.

I want to thank you very much for the opportunity to appear
here before you today. I'm more than happy to answer any ques-
tions that you may have, but I would just, I guess, end in saying
that in Maine and in many other States across this country we
have programs that are working very, very well, and all too often
sometimes we can paint with that broad brush and think that
things are a mess, and they aren’t in many places.

If you ask our legislature and our Gove rnor and our senators and
our schools and our people, do you have a good program, are you
happy with it, I am very confident they would say, yes, and I hope
that you will listen to all of them. Thank you very much.

Chairman HOEKSTRA. Thank you.

[The prepared statement of Mr. Pierce follows:]
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Mr. Richard H, Pierce

\fr. Chatrman and Men.bers of the Subcommittes on Oversight and Ins estigations. my
name is Dick Pierce. 1 sernve as President and CEO of Maine Education Services. My
organization pros ides a secondary market for students' Federal Family Education Loans in the
state of Maine. | am honored to have the opportumity to testify today on the federal student loan
programs.

Mr. Chaimman. participants in the Federal Family Education Loan Programs have made
tremendous strides in making the delivers and senvicing student loans easier for students and
schools. Not only have these improvements sped up the processing of applications and the

transmitting of loan funds to schools. they have reduced administrative costs. And FFELP

participants are passing these cost savings directly to students in the form of lower interest rates

or reduced fees. coupled with improved. personalized ser ice.

At the same time we are helping students and schools. we are not forgetting our
responsibility to the American people who guarantee that student loans will be repaid. We have
stepped up our eftorts to reduce defaults. already saving money . and members of the FFELP
community stand ready to come forward with additional ideas for reducing detault costs.

To me 1t is truly exciting to be able to produce a tangible benefit to students. especially at
atime when the costs of a college education are higher than ever. Far from being nefficient. |
believe the network of non-protit and state-based organizations that provide loans under the
FFEL program can lead the way in finding innovative ways to improve the student loan system.
I believe the state-based systems have the flexibility to tailor their programs to meet the needs of

1
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each area of the country and to respond to changes in the education marketplace more quickly
than can a centralized. purely federal. Washington-based program.

The changes made over the past two vears in FFEL are unambiguousty pro-student and
represent the 1y pes of innovations that are unlikels to occur in the direct loan program once
competition with FFEL is eliminated. [ would like to explain what [ mean by giving vou

examples of some of the approaches we have taken.

In 1993 a group of participants in the FFEL Program decided 1o develop a.
computerized means of pn.-ocessing Student Status Confirmation Reports (SSCRs). This
initiative, which became the National Student Loan C learinghouse. was begun because of
frustration with the Department of Education’s long delay in starting the C ongressionally
mandated National Student Loan Data System. We were just tired of waiting to replace

the inefficient and outmoded manual processes that had persisted for years. so we took

the init. tive ourselves to begin modernizing the process of tracking student enrollment.

This modernization has proceeded. with great success. at 1o cost 1o the federal
govemment,

The Clearinghouse is structured as a not-for-profit corporation with a
board of directors representing schools. lenders. guaranty agencies. and secondary
markets. It is successfully transforming the labor intensive, error-prone process of
informing loan holders when students leave school so that the repayment process
can be started. Many of the large audit exceptions identified by the Department
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over the past several vears have occurred when the Student Status Contimation
process was not performed on an deeurate or umely basis

These problems. which resulted in many borrowers not entering repayment on
ume. led the private sector to develop its own solution. To date. 200 schools representing

two million students ar. narticipating in the National Student Loan Clearinghouse. This

brings loans into repayment with fewer errors, greatly reducing the need tor contacts

between schools and tenders to sort out individual students’ cases. 1t should also greatly

reduce the number of calls vour district otfices receive about loan repayment problems.

zducational Mai

A coalition of student loan delivery organizations has joined together to create the
Educational Loan Management. or FLM. iniuatis e. a universal. transparent delivery
sy stem for common student loan products and services. ELM 1s partly modeled on wildly
successtul examples of other shared national initiatives such as VISA and Mastercard. as
well as the Cirrus and Plus ATM networks.

ELM has the potential to streamline the loan application process as well as
the subsequent steps a loan follows. ELM would take advantage of the most
modem technology available for the benetit of students. schools and the taxpayer.

Unfortunately. that potential cannot be realized at this time. as | will explain later.

The EI.M process consists ot four components:
1) A customized diskette given to a student that allows the student to apply for any

3




50

combination of federal. state and ihsututional student ad--tree of charge
2) A service bureau that
(a) maps communications to and from a school's financial aid
system.
tb) sends institutional data retries ed from student diskettes to the
school's computer system.
(¢} receives schools' transmissions of certitied loan data. which are
then switched to lenders and’or guarantors, and

(d) maintains a student database for each school.

3) A computer interface system which allows the school to access its student database for

inquiry. maintenance. and statistical and status reporting.

41 A Central Disbursement Agent offering single-source electronic funds transter (EFT)

services to those schools not already so equipped.

The student loan community enthusiastically began adopung this system. but has
run up against a regulatory brick wall, The Department of Education has asserted that the
ELM system is “illegal” because. according to the Department. the Higher Education Act
dictates that only the Secretary of Education can produce. distribute and process free
Applications For Student Aid (FAFSAs).

Thus interpretation of the law does not serve the best interest of students or

4




51

schools. Howeser, in light of the Department’s position. ELM has dropped all
plans to ofter the FAFSA form on the ELM diskette.

[ would like to note that ELM managers have made man) attempts to
arrange a meeting with the Department 1o discuss the issues in question. but the

Department has not responded.

. Commonl.ing
The CommonLine Network is the result of an industry-wide standardization of
electronic loan application formats, edits. response ﬁlcs_ and error messages. It puts the
latest technology in electronic data exchange to work at schools by allowing school
financial aid offices to communicate directly. via electronic mailbox. with every guaranty
agency and many of the largest lenders and servicers in a single format.
I'ie CommonLine Newwork also atlows every guarantor and lender to “talk” to

one another electronically . Like an ATM banking network, the Network will allow

«chools to automate fully their FFEL loan application process. Financial Aid

Administraiors no fonger have to perform exception processing manually or have a
specialized knowledyge of guaranty agency formats. This utumately saves them time and
resources.

The CommonLine Network uses electronic marlboxes 10 send and receive Jata
among schools, guarantors and lenders  Each participating organization and school has
its own mailbox in the CompuServe on-line network. While a school can cantinue its
direct electronic connection to its primary guarantor and/or lende:. school-based software
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will be modified so that all other application data will be sent to the appropriate agency's
electronic mailbox. It will be retrieved and processed daily and returned to the school's
own electronic mailbox. where it can be retrieved and processed.

This'process allows financial aid administrators to deal with many
different guaranty agencies in a standard. simple format. so that the loans and
guarantees can be processed quickly and efficiently.

Every guaranty agency in the United States has agreed to use the CommonLine

Network, and a number of schools are already using it. For the 1995-96 lending cycle,

close to 80 percent of the hation's guaranty agencies will have modified their software to

make the full array of CommonLine services available to the schools they serve. Most
guaranty agencies will be capable of receiving and transmitting data in the common
formats through CompuServe no later than July. 1995. Those guaranty agencies that do
not fully modify their software in the current lending cycle expect to offer the full

complement of CormonLine services in 1996.

I would also like to share with this Subcommittee the work that the Coalition for Student
Loan Reform (CSLR) has undertaken to prornote additional improvements in services throughout
the student loan industry. InJuly 1994, CSLR developed a list of recommendations to
strengthen. improve and simplify the delivery and servicing of student loans. This list of
recommendations was developed with the direct participation of financial aid professionals and
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reflects. tn my view, what campus tinancial aid ofticers are lookimng for m improved senvices in

student loan programs.

Following the development of these proposals. CSLR appointed a task force to tlesh out

the improyements and to monitor the implementation of them by lenders. guaranty agencies. and
secondary markets. Recently. CSLR released the results of its efforts. | would like to share
some of the results of a survey which rehect a dramatically improved les el of services in the
Federal Family Educauon Loan Program for those participants who have implemented the

recommended changas:

. 86% of program participants wndicated that they had achieved a 72-hour turn-
around on loan applications. (640 of all respondents reported they can turm around loans
from application to delivery of funds in 24 hours).

* 96° 0 of partictpants indicated that they disbursed tunds through electronic tunds
transfer (EFT) or a master chech.

L 98°6 of participants indicated that they report updates in students status
clectromically  This process is tacilitated through the Nanonal Student Loan
Cleannghouse.

L] 999, of participants combine loans of one type for a given borrowers into a single
account so that the borrower writes a sigle check in the repay ment process

° 100% of the participants use the common determent forms and mamtain toll-free
borrower help hotlines.

I have attaciied a complete copy of the CSLR FFELP Improvement Sunvey to my

-




testimony for your turther review.

Educational outreach is something that we take very seriousls and 1s something that the
private sector programs have been working on in every state tor many years. Every year. FFEL
Program participants reach out to hundreds ot thousands of students and families to make them
aware of the opportunities available through higher education. This educational outreach brings

the potential of higher education to many who would not otherwise consider it. FFEL

participants reach out to students and families. helping them become aware of educational

opportunities. select possible colleges or universities. tind the means necessary to pay for their
education. including scholarship searches. and become informed borrowers if loans are
necessary.

These outreach efforts take many forms. There are programs for elementary school
students. helping them leamn to set goals. increasing their awareness of the vast array of career
opportunities. and getting them and their parents started with early planning for college.

An even wider variety of services are available to high school families. FFEL
participants sponsor college fairs where students can visit with college representatives and leam
about financial aid. Presentations are made to parents and students at special college planning
nights and in the classroom to career classes. We make resources. such as libraries of college
catalogs and scholarship guides available to families. We offer free searches of scholarship and
college databases. We help families complete their applications tor financial aid. estimate their
eligibility. answer many questions. and help them understand the sometimes confusing financial
aid process.

As this Subcommittee considers the appropriate ole of the private sector in the student
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loan programs. these activites and educational outreach effonts should be kept in mind. Put
another way. Mr. Chairman. FFEL program participants ofien do mure than just provide loan
capital and service student loans in support of educational opportunity.

The program improvements which [ have described to you today represent just a
sampling of the innovations that the student loan industry is able to provide. We are hopeful that
we will be given the opportunity to present more fundamental proposals tor the reform and
restructuring of the student loan programs in the context of the next reauthorization of the Higher

Education Act. For this to happen. however. we need to assure that the FFEL Program remains

stable and viable for the next two vears. In this regard. [ wholeheartedly endorse The Student

Loan Evaluation and Stabilization Act of 1995, H.R. 530. as a means of achieving this objective.

I would like to highlight several provisions of H.R. 530 that are of particular importance
1o the student loan industry:

H.R. 530 removes references o a “transition” to the Federal Direct Student Loan Program
and curtals the virtually unlimited authonty of the Department of Education to effectuate an
arbitrary shut-down of the FFEL Program.

Frankly. Mr. Chairman. events of recent months have convinced me and others in the
FFEL Program that the Department of Education is not interested in working with us on program
improvements, such as the ones [ have shared with you today. For this reason. H.R. 330 is not
only necessary. but imperative. The Department of Education in my view should not be acting as
our competitor. it should be acting as a public-service minded regulator. encouraging
improvements in service to students and families.

I would ask this Subcommittee's assistance in monitoring the activities of the Department
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ot Education to assure that proposals coming from the student loan industry that improve the
quality of service 1o students who depend on FFEL and will continue to depend on thai program
tor the next several years. are considered on the basis of their merit.

['would also ask that the Subcommittee undertake a careful review of the implementation

of the Federal Direct Student Loan Program. The goal of this review should be not only to

assure that all funds expended in the program are properly accounted for. and that services to
students are of the highest possible quality. but also to identify those features of the Direct Loan
Program that might be used as models for an improved program involving the private sector.

As the Chief Executive Officer of Maine's Student Loan Secondary Market, [ am very
proud of the private sector’s record in promoting the availability of funds \o attend postsecondary
institutions. | believe that in the long run. the private sector. and not the federal government, will
be identified as the preferred means of achieving this public goal. The enactment of H.R. 530
will help achieve this objective.

Thank you for the opportunity to testity before this Subcommittee today. | would be

pleased to answer any questions the Members of the Subcommittee might have.
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Mr. HOEKSTRA. Thank you. Ms. Hooyman.

STATEMENT OF PHYLLIS HOOYMAN, DIRECTOR OF FINANCIAL
AlID, HOPE COLLEGE

Ms. HOOYMAN. Mr. Chairman, Members of the committee, my
name is Phyllis Hooyman, and I am Director of Financial Aid at
Hope College in Holland, Michigan. We are very pleased to be one
of the 104 institutions chosen to participate in the first year of the
William D. Ford Federal Direct Loan Program.

Hope College is a four year liberal arts college enrolling approxi-
mately 2,800 students. Under the Federal Direct Student Loan Pro-

am in 1994-1995, we administered approximately $6.7 million in

irect loans for 2,000 borrowers, representing 71 percent of my stu-
dent population. Our repayment rate under this program, as Mr.
Goodling pointed out, stands at 97 percent.

I have worked within the financial aid profession for over 17
Eears. I am currently servin%1 as an appointee of Governor John

ngler on the Michigan Higher Education Assistance Authority,
am a member of the Board of Directors for the National Association
of Student Financial Aid Adm:nistrators, and am a past president
of the Michigan Student Financial Aid Association. I certainly ap-

reciate this opportunity to testify on behalf of the Federal Direct
tudent Loan Program. '

I would note with you that there are now over 50 Michigan insti-
tutions participating in direct lending. Within the four-year public
sector, 13 of our 15 public universities or 87 percent are now direct
lending institutions. Almost one-third of our smaller independent
colleges are direct lending institutions, along with six of our com-
munity colleges and 25 of our proprietary institutions. On a na-
tional level, we now have 2,000 institutions accepted into the direct
lending program.

Neither Hope nor these other institutions entered into the direct
loan program without serious deliberation. What were the greatest
motivating factors for making such a major decision? Simply stat-
ed, we believed that the Federal Familf’ Educational Loan program
was serjously flawed and ready to collapse under its own weight.

For our financial aid office, the FFEL program had become an
administrative nightmare. Approximately 80 percent of the com-
plaints received by our office from students and parents were con-
nected in some way to the FFEL program, relating to late checks,
lost checks, no checks, incorrect checks, ineligible checks, et cetera.

The reported problems related not only to current borrowers, but
also to borrowers who had entered re a{ment, problems with the
collection agency, confusion as to the Flo der of the loan, servicing
complaints, et cetera. The FFEL program had become the most
labor intensive financial aid program in our Financial Aid Office.

Under the FFEL program, we had to deal with hundreds of dif-
ferent lenders, ranging fromn: small local credit unions with very lit-
tle program sophistication all the way to large international banks,
along with 50-plus guarantee agencies.

Each of these lenders and each of these guarantee agencies has
different policies and procedures. It's just the nature of the beast
that they wish to be competitive and take different approaches. As
a result, our office shelves were lined with thick policy manuals,

by
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each from a different guarantor and each containing different poli-
cies.

Under the FFEL program, we were never able to counsel our stu-
dents in-house as to the accurate status of their loan proceeds. In-
stead, we were constantly having to call various lenders and guar-
antors all across the country simply to determine the status of a
student’s loan or check.

Members of my staff would typically spend one to two hours sim-
ply trying to determine the loan/check status of only one student.
Given the growing complexity of the FFEL program and the grow-
ing frustration of our students and parents, we firmly believed that
there had to be a better way in which to deliver loan funds to our
population.

Direct lending has indeed been the answer for Hope College and
many other institutions. Having successfully implemented direct
lending at our institution in 1994-1995, I would like to share the
following program assessments with you:

Hope College has received very positive responses from both
its students and parents relative to the streamlined nature of
direct lending. Compared to the paper intensive nature of the
FFEL program, students are very pleased that one signature
on one promissory note r%:‘laces waiting in line twice a year to
sign their loan checks. The process is simple and very user
friendly.

Fund management and distribution is much easier under direct
loans. Under the prior FFEL program, if a student for whom you
had processed a loan did not enroll at your school, these loan dol-
lars were considered student specific and had to be returned to the
lender in question, even though that same institution might have
50 other students eligible for those same loan funds. However, as
a full origination direct lending school, we can simply reverse the
loan credit on the account of the ineligible student and transfer
those funds immediately to the account of an eligible student.

As a result, hours of administrative labor and paperwork are
saved. This simple concept of fund transferral is inherent to the di-
rect lending model design, but is not possible under the current
FFEL program due to the nature of the program’s basic configura-
tion involving multiple lenders.

Students and parents have also been pleased in terms of how
much more quickly they receive their loan funds. Under the FFEL,
our students often had to wait four to six weeks to secure a loan
check. We now have the ability to credit a student’s account with
his or her loan proceeds within as little as five minutes after secur-
ing a signed note.

The direct lending model is easily understood by our student and
parent borrowers. Under the prior lender/guarantor model, we had
to explain to the borrower the roles of the lender, the guarantor,
the school, a servicing company, the Federal Government, the bor-
rower, and the secondary market, and how their loanh might be sold
several times throughout the repayment process.

Now under d rect lending, attention is focused solely on three en-
tities, the student, the school and the Federal servicer. As a result,
students are less confused by the process. Most importantly, we

')
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can assure our students that under the direct lending program,
their loans will never be sold.

This is a very important feature of direct lending in that the sell-
ing of loans and the changing of the loan holder ﬁave been closely
linked to the potential for default.

We have also found that there is less .dministrative burden for
both our Financial Aid Office and our business office. The paper
chase and accompanying liabilities of check handling are a thing of
1:1.1e'J past. One signed promissory note suffices for the full loan pe-
r104.

Our business office is very excited about direct lending, due to
the significant reduction in administrative responsibilities for their
office as compared to the FFEL program. As a result of this reduc-
tion, they are better able to serve and direct their limited personnel
resources to other areas of student service, :

I would note that some first-year institutions have reported that
they have realized financial savings under direct lending, due to
the program’s labor efficiencies. This has allowed them to reduce
the number of positions in their Financial Aid Office and/or busi-
ness offices.

There has also been an improved cash flow for both our students
and the college. Students and parents feel that they are better
served by the efficiency of the direct lending program in that they
can more quickly access their loan funds. Our business office has
experienced a marked improvement in our cash flow. This office is
also very pleased to be relieved of the labor intensive burden of
multiple cgeck disbursements, saving us over 4,000 paper trans-
actions annually. '

The repayment process is much more easily understood by our
students. One of the most attractive features of direct lending lies
in the fact that the student will have one servicer and loan holder
throughout the life of the loan, due to the fact that their loan will
never be sold. '

I would have to contradict Mr. Gordon in the sense that, when
we did discuss this with the Department of Education, they have
indicated that to date they have collected approximately $8.4 mil-
lion in direct loans. I believe they have also collected in that figure
85,000 repayments in terms of actual payments.

This has been serviced by the AFSA Corporation, which is a divi-
sion of Fleet Bank. Our students and parents have been very
pleased with the service and their interactions with the servicer,
and we have not received any complaints to date about those inter-
actions, which was, by no means, the case under the FFEL pro-
gram.

I would point to this as a joint venture between the U.S. Depart-
ment of Education and AFSA Corporation, in that it demonstrates
how the Federal Government is contracting successfully with pri-
vate industry through the competitive bidding process.

From our perspective, very simply, the key advantage is that of
institutional control. Our Financial Aid Office now controls the en-
tire loan process. It is no longer necessary to cut refund checks
back and forth with a lender. If there is any problem with the loan
amount throughout the loan period, we can simply adjust it in-
house in an accurate and efficient manner.

/1




67

It is no longer necescary for us to spend hours tracking on the
loan status of a student. We simply access our direct lending soft-
ware in the office to determine a student’s loan status. We no
longer struggle to comply with the various administrative policies
and procedures of the various national guarantors and several hun-
dred lenders.

When Hope decided to participate in direct lending, we had little
direct experience with the Department of Education in terms of
computer software and electronic communication. At the outset,
program detractors often advised me that Hope College simply did
not have the ability to implement direct lending, and that smaller
schools were handicapped in the area of technolo%.

I am very pleased to report that the direct lending software was
installed in our office with modest effort and has worked very effec-
tively for my staff. I would also underscore that our interactions
with the U.S. Department of Education and its contractors have
been excellent throughout the entire implementation process.
Whenever we had a problem or a question, we received very timely
responses and effective problem resolution.

Why has Hope College and almost 2,000 institutions nationally
decided to particip~te in the Federal Direct Student Loan Program?
Our only vested interest is that of securing the finest loan service
for our students. In fact, I would stress with each Member of this
committee that the most forthright and unbiased assessment of di-
rect lending will come to you from the student borrowers them-
selves and the participating financial aid professionals.

These individuals are not concerned about the loss of their cor-
porate profits. They are simply interested in securing the best qual-
ity loan program for students. For Hope College and these 2,000
other institutions, the direct lending model delivers exactly what
we needed, a user friendly loan system for our students which we
can fully control.

Proposals have been put forward to apply an artificial cap to the
Federal Direct Student Loan Program, limiting the number of fu-
ture participants. Rather than applying such a cap, I would urge
you to support the concept of an open marketplace and to allow for
institutional choice.

For the first time that I can remember in my career as a practic-
ing financial aid professional, the Congress has granted institu-
tions a programmatic choice at the local level. We are actually able
to decide which program best serves our students and our institu-
tion.

This choice worked extremely well for Hope College and 103
other institutions in 1994-1995. Now almost 1,900 other institu-
tions have exercised that local choice as well.

All institutions should have the freedom to choose. Institutions
are extremely sensitive to the happiness or displeasure of their stu-
dents and parents. If any schools come to the conclusion that direct
lending is not eﬁ‘ectivef; serving their student customers, these
schools will quickly vote with their feet and leave the program.

Schools should have that option. In the same manner, they
should also have the right to select the loan program of their choice
and not be locked out as the result of a legislated cap.
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I urge you to allow for open competition between the FFEL and
FDSL fprograms, and let the market determine their success. This
type of open competition is very healthy and will only serve to im-

rove student loan service. There is great potential here for an ef-
ective and successful student loan delivery system.

It is my sincere hope that you will listen carefully to the message
of the direct lending schools, and that you will support the concepts
of an open marketplace and local choice.

I thank you for this opportunity to make these comments and
would be glad to respond to 1uestions or provide further comment
at a later date. Also, I would like to ask that it be entered into the
record. I have with me a statement recently passed, a resolution
by the National Association of Student Financial Aid Administra-
tors, reﬁresenting approximately 3,200 institutions nationally, in
which they also urge an open marketplace. So I would like to sub-

mit that for the record. Thank you.
Chairman HOEKSTRA. Thank you.
[The prepared statement of Ms. Hooyman follows:]
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Phyllis K. Hooyman

Mr. Chairman, Members of the Committee, my namne is Phyllis
Hooyman. I am Director of Financial Aid at Hope College in Holland,
Michigan. We are very pleased to be one of the 104 institutions chosen to
participate in the first year of the William D. Ford Federal Direct Loan
g - Program.
Hope College is a four year liberal arts college enrolling approximately
: . 2,800 students. Under the Federal Direct Student Loan (FDSL) Program in
.' 1994-95, we administered approximately $6.7 million in direct loans for 2,000
borrowers (representing 71% of our students). Our repayment rate under the
FFEL/FDSL Programs stands at 97%.
1 have worked within the financial aid profession for 17 years, am
currently serving as an appointee of Governor John Engler on the Michigan
Higher Education Assistance Authority, am a member of the Board of Directors
for the National Association of Student Financial Aid Administrators, and am a
past president of the Michigan Student Financial Aid Association. 1 appreciate
this opportunity to testify on behalf of the Federal Direct Student Loan
Program.

I would note that there are now over fifty Michigan institutions
participating in direct lending. Within the four year public sector, 13 of our 15
public universities (87%) are now direct lending institutions. Almost one third
of our smaller independent colleges are direct lending institutions along with six
of our community colleges and 25 of our proprietary institutions. On a national
level, close to 2,000 institutions are now accepted into the direct lending
program.

Neither Hope College nor these other institutions opted for direct lending
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without serious deliberation. What were the greatest motivating factors for
making such a major decision? Simply stated, we believed that the Federal
Family Educatioral Family Loan (FFEL) Program was seriously flawed and
ready to collapse under its own weight.

For our Financial Aid Office, the FFEL Program had become an
administrative nightmare. Approximately eighty pereent of the complaints
received by our office from students and parents were connected in sorlne way to
the FFEL Program (late checks, lost checks, no checks, incorrect checks,
ineligible checks, etc.) The reported problems related not only to current
borrowers, but also to bc'mowers who had entered repayment (probiems with the
collection agency, g:onfusion as to the holder of a loan, servicing complaints,
etc.) The FFEL Program had become the most labor intensive financial aid
program administered by our Financial Aid Office.

Under the FFEL Program, we had to deal with hundreds of different
lenders (ranging from small local credit unions with little program sophistication
to large international banks) and fifty plus national guarantee agencies. Each

of these lenders and guarantee agencies has different policies and procedures.

As a result, our office shelves were lined with thick policy manuals, each from

a different guarantor and each containing different policies.

Under the FFEL Program. we were never able to counsel our students in-
house as to the accurate status of their loan proceeds. Instead, we were
constantly having to call various lenders and guarantors al} across the country to
determine the status of a student’s loan or check. Members of my staff would
typically spend one to two hours simply trying to determine the loan/check

status of ONE student. Given the growing complexity of the FFEL Program
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and the growing frustration of our students and parents, we firmly believed that
there had to be a better way in which to deliver loan funds to students.

Direct lending has been the answer for Hope College and many other

institutions. Having successfully implemented direct lending at our institution in

1994-95, 1 would like to share the following program assessments with you:

Hope College has received very positive responses from both its
students and parents relative to the streamtined nature of direct lending.
Compared to the paper intensive nature of the FFEL Program, students are very
pleased that one signature on the Promissory Note replaces waiting in line twice
a year to sign their loan checks. The process is simple and user friendly.

Fund management and distribution is much eesier under direct
lending. Under the prior FFEL Program, if a student for whom you had
processed a loan did not enroll at your school, these loan dollars were
considered student specific and had to be returned to the lender in question
(even though the institution might have fifty other students eligible for those
same loan funds) However, as a full origination direct lending school, we can
simply reverse the loan credit on the account of an ineligible student and
immediately credit those dollars to the account of another eligible student. As a
result, hours of administrative labor and paperwork are saved. This simple
concept of fund transferra’ is inherent to the direct lending model design but is
not possible under the FFEL program due to the nature of the program’s basic
configuration involving multiple lenders.

Students and parents have also been pleased in terms of how much more
quickly they receive their loan funds. Under the FFEL Program, our students

often had to wait four to six weeks to secure their loan funds. We now have
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the ability to credit a student’s account with his/ier loan proceeds within as
little as five minutes after securing a signed note.

The direct lending model is easily understood by our student und
pareat borrowers. Under the prior lender/guarantor model, we had to explain
to the borrower the roles of the lender, the guarantor, the school, a servicing
company, the federal government, the borrower, and the secondary market (and

how their loan might be sold several times throughout their repayment period.)

Now, under direct lending, attention is focussed solely on the student, the

school, and the federal servicer. As a result, students are less confused by
the process. Most importantly, we cau assure our studeats that, under the
direct lending program, their loans will never be sold. This is a very
important feature of direct lending in that the selling of loans and the changing
of the loan holder have been closely linked to the potential for default. -

We have also found that there is less administrative burden for both our
Financial Aid Office and our Business Office. The paper chase and
accompanying liabilities of check handling are a thing of the past. One signed
promissory note suffices for the ful] loan period. Our Business Office is very
excited about direct lending due to the significant reduction in administrative
responsibilities for their office as compared to the FFEL Program. As a result
of this reduction, they are better able to direct their limited personnel resources
to other areas of student service. I would note that some first year institutions
have reported that they have realized financial savings under direct lending due
to the program’s labor efficiencies. This has allowed them to reduce the
number of positions in their Financial Aid and/or Business Offices.

There has been an improved cash flow for both our students and the
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college. Students and parents feel that they are better served by the efficiency
. of the direct lending program in that they can more quickly access their loan
. funds. Our Business Office has experienced a marked improvement in our cash
flow. This office is also very pleased to be relieved of the labor intensive
. . burden of multiple check disbursements (saving over 4,000 transactions per
year.)

The repayment process is much more easily understood by our
students. One of most attractive features of direct lending lies in the fact that
the student will have ONE servicer/loan holder throughout the life of
his/her loan due to the fact that their loan will never be sold. Nationally,
over $8.4 m_llion worth of direct loans have already entered repayment and
have been serviced by AFSA Corporation (a division of Fleet Bank). Our
students and parents have been very pleased with their interactions with the
servicer and we have not received any complaints to date (which was by no
means the case with the FFEL Program). This joint venture between the U.S.
Department of Education and AFSA Corporation demonstrates how the federal
government is contracting successfully with private industry through the
competitive bidding process.

From our perspective, the key advantage is simply that of institutioral
control. Our Financial Aid Office now controls the entire loan process. It is
no longer necessary to cut refund checks back and forth with a lender. If there
is any problem with the loan amount throughout the loan period, we can simply

’ adjust it in-house in an o~curate and efficient manaer. It is no longer necessary
for us to spend hours tracking on the loan status of a student. We simply access

our direct lending software to determine a student’s loan status. We no longer
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struggle to comply with the various administrative policies and procedures of
the various national guarantors and several hundred lenders.
' When Hope College decided to participate in direct lending, we had little
_ direct experience with the Department of Education in terms of computer
- software and electronic communication. At the outset, program detractors often
- advised me that Hope College did not have the ability to implement direct
. lending and that smaller schools were handicapped in the area of techrology. [
. am very pleased to report that the direct lending software was installed in our
-’ office with modest effort and has worked very effectively for my staff. |
- . would also underscore that our interactions with the U.S. Department of
. Education and its contractors have been excellent throughout the entire
implementation process. Whenever we had a question or encountered a
problem, we received very timely responses and effective problem resolution.
Why have Hope College and almost 2,000 institutions nationally decided

. e to participate in the Federal Direct Student Loan Program? Our only vested
interest is that of securing the finest loan service for our students. [n fact, |
would stress with each member of this committee that the most forthright and
unbiased assessment of direct lending will come to you from the student
botrowers themselves and the participating financial aid professionals. These
individuals are not concerned about the loss of corporate profits; they are simply
‘interested in securing the best quality loan program for students. For Hope
College and these 2,000 other institutions, the direct lending model delivers
exactly what we needed -- a user friendly loan system for our students which ‘B

we can fully control.

Proposals have been put forward to apply an artificial cab to the Federal "
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Direct Student Loan Program, limiting the number of future participants.

Rather than applying such a cap, I would urge you to support the concept of an
open marketplace and to allow for institutional choice. For the first time that I
can remember in my career as a practicing financial aid professional, the
congress has granted institutions a programmatic choice at the local level. We
are actually able to decide which program best serves our students and our
institution. This choice worked extremely well for Hope College and 103 other
institutions in 1994-95. Now, almost 1,900 other institutions have exercised that
local choice as well.

All institutions should have the freedom to choose. Institutions are
extremely sersitive to the happiness or displeasure of their students and parents.
If any schools come to the conclusion that direct lending is not effectively
serving their student customers, these schools will quickly vote with their feet
and leave the program. Schools should have that option. In the same manner,
they should also have the right to select the loan program of their choice and
not be locked out as the result of a legislated cap.

I urge you to allow for open competition between the FFEL and FDSL
Programs and let the market determine their success. This type of open
competition is very healthy and will only serve to improve student loan service.
There is great potential here for an effective and successful student loan delivery
system. It is my sincere hope that you will listen carefully to the message of
the direct lending schools and that you will support the concepts of an open
rarketplace and local choice.

I thank you for the opportunity to make these comments and would be

glad to respond to questions or provide further comment at a later date.
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Mr. HOEKSTRA. Dr. Ryan.

STATEMENT OF DIANE RYAN, DIRECTOR OF FINANCIAL AID,
CALIFORNIA STATE UNIVERSITY, NORTHRIDGE

Ms. RyaN. Thank you, Mr. Chairman. As z financial aid adminis-
trator with 20 years of experience in delivering student financial
aid, I knew a great deal about student loans. I have conducted re-
search on student loan repayments and defaults and, over the
course of my career, I have processed some 85,000 loans at the
State universities in California where I have worked.

During that time, student loans became big business, and that
business was in dire need of reform, reform that has centered
largely around one theme: Simplification.

In the name of reform, however, the acrimonious debate over stu-
dent loans has raged on with the allegorical pitting of the profiteer-
ing middlemen of the banking industry against the entrenched bu-
reaucrats of the government. It has been difficult .to sort out the
fact from the fiction, the truth from the hype, the cost from the
savings, and the current political climate has only.intensified com-
peting ideologies.

As a financial aid director, I believe that student need is the
overarching umbrella under which all other issues should fall in
this debate, and students should be the beneficiaries of this reform.

There are many ways to reform student loans, and one of them
was the Federal Direct Student Loan Program, which was based on
the solid notion of eliminating the complexities of borrowing for col-
lege. Dedicated financial aid people, colleagues I respect enor-
mously, set out to create a program that worked for students and
for schools. Direct loans resulted from this vision.

I might add that the lack of responsiveness by many of the play-
ers in the Federal Family Education Loan Programs, the banks,
the regulators, the secondary markets, the guarantee agencies, col-
lection entities, and the like, provided much of the impetus for di-
rect loans as well.

Direct loans, from all appearances, have resolved many of the
front end problems that plagued the FFELP. The Department of
Education has demonstrated an unparalleled level of support to the
program and has committed the resources necessary to make it
work for the participating schools. This has been good for students
and good for schools. However, direct loans are not the only method
by which borrowing can be simplified and improved with similar
benefits.

Because of direct loans, the lending community sat up and took
notice. Fueled in part by the very competition posed by direct gov-
ernment lending programs, lenders have become far more sensitive
to the demands of the marketplace and are trying to meet the
needs of students and schools in new and creative ways.

For some of us, the option of having Federal Family Education
Loans financed through banks and other financial institutions re-
mains an itive one. I am glad that educational institutions
still have a choice on financing options to offer students.

At my campus, because we were in the throes of recovering from
the massive damages of the Northridge earthquake, moving to a
completely new system of student borrowing through direct loans
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did not seem feasible, and we opted, with the help of a consortium
of lenders and the ELM resources, in conjunction with the Califor-
nia Student Aid Commission, to remain in the FFELP program and
work toward its improvement. This has worked extremely well for
us.

We now process our 7,000 annual student loan volume very dif-
ferently than we did in the past. I believe that our best chance for
continued success in that regard is to take advantage of innova-
tions offered by private enterprise in partnership with the public
sector. ELM and other entities like it continue to work to make
such innovations a reality.

We have an obligation to keep pace with the technologies that
our student consumers have come to demand and that we can offer
now, innovations in the way in which students ap{;)ly for aid and
the way in which we move and validate required data. Enormous
efficiencies can be realized through the technological innovations
offered by private enterprise, and we must remove the regulatory
imgediments to such innovations.

ur new FFELP process at Northridge represents an enormous
improvement in processing steps and time to delivery of aid. My
students can stay with the banks with which they have done prior
student loan business. I like the fact that my students borrow from
lending institutions and that they establish a banking relationship
in this way.

Lenders come to my campus and assist with the counseling of
borrowers on credit obligations and repayment information. The
student borrower relationship with the lender is something that I
view as positive. It teaches a borrower about borrowing.

From my perspective, this is a greatly simplified FFELP process
and has made student loan processing a vury different animal than
it was a few years ago. I believe it is only the beginning of what
can be done to improve student loan delivery.

Some would argue that the Department of Education is the best
entity for making student loans and that it should be ready to han-
dle all of the Nation’s loan volume. Others hold a few that the
FFELP is so structurally flawed that it has to be scrapped. Neither
position should be absolute.

I've seen problems in the student loan program, and I have seen
thoughtful and collaborative solutions being offered. I believe that
competition in student lending is a good thing, and the result has
been a greatly improved leve% of service, responsiveness, account-
ability from both the public and the private student loan makers,
and a continuation of this innovative spirit can only serve to im-
prove student loans overall. Thank you.

{The prepared statement of Ms. Ryan follows:]
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Testimony for the Committee on Economic and Educational Opportunities
Subcommittee on Oversight and Investigations
U.S. House of Representatives
Washington D.C.

May 23, 1995
L. Diane Ryan, Ph.D.
Director of Financial Aid

California State University Northridge

Summary

Money for financing college now comes largely from student loans
resulting in a growth in loan volume and complexity which has been
significant. The need for reform in the student loan industry has been
acute and debate on student loans rages on. Central to the debate has been
the theme of simplification. The ways in which loans can be processed and
delivered have changed dramatically in recent years and new methods for
student loan application and delivery are being developed.

Federal Direct Loans have met with success in meeting the front-end
processing needs of students and schools. Other private sector initiatives
have also come to the fore which are showing enormous promise in
achieving similar objectives of simplification with new efficiencies.

California State University Northridge has been selected to participate in
the Direct Lending Program but has elected to delay implementation
pending a determination of the best, continued lending option for the
campus. Northridge has opted to continue participation in the Federal
Family Education Loan Program because of services obtained through a
cunsortium of lenders (Education Loan Manag¢ ment Resources) which
offers many of the same benefits of Direct Lending, but has not required a
campus conversion to an entirely new loan prcgram.

Competition in the student loan industry berween the private capital
providers and government funded loans has been beneficial. It has
improved service, responsiveness and accountability from both private and
public loan makers. A continuation of the public/private partnership
Sfocused on innovation, technological improvements, standardization and
continued simplification is warranted. This approach would offer students
and schools a choice of alternatives for borrowing, providing desirable
options for long-term educatior: financing. ’
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Testimony for the Committee on Ecoromic and Educational Opportunities
B Subcommittee on Oversight and Investigations

_ U.S. House of Representatives

Washington D.C.

. May 23, 1995

: L. Diane Ryan, Ph.D.
= Director of Financial Aid
' California State University Northridge

- As a financial aid administrator with twenty years of experience in

: delivering student financial aid, I know a great deal about student loans. 1

2 - have conducted research on student loan repayments and defaults and, over
the course of my career, | have processed some 85,000 loans at the state
universities in California where I have worked. Student loans have become
the primary funding vehicle for college--not a trend that we in the financial
aid community consider to be a healthy one. However, because of
- declining grant support for college students, student loans have become big
: business. That "business" became incredibly complicated and was in dire
need of reform--reform that has centered largely around one theme:
simplification.

In the name of reform, however, the acrimonious debate over student loans
has raged on with the allegorical pitting of the "profiteering middlemen” of
the banking industry against the "entrenched bureaucrats" of the

- government. It has been difficult to soit out the fact from the fiction, the
8 truth from the hype, the costs from the savings; and the curmrent political
climate has only intensified competing ideologies. As a financial aid
director. I believe that student need is the overarching umbrella under
which all other issues should fall in this debate.

When it became apparent that the financial needs of our nation's college
students were not being adequately addressed under the Federal Family
Education Loan Programs (FFELP loans were called "guaranteed student
loans" in years gone by). reform became the railying cry. There are many
ways to reform student loans. One of them--a government-based solution--
is the Federa} Direct Student Loan Program.

The Direct Loan program was based on the solid notion of eliminating the
complexities of borrowing for college. Dedicated financial aid people,
o colleagues I respect enormously, set about to create a program that worked
- for students and for schools. Direct Loans resulted from this vision. I
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might add that the lack of responsiveness by many of the players in the
Federal Family Education Loan Programs--the banks, the regulators, the
secondary markets, the guaranty agencies, collection entities, and the like--
provided much of the impetus for Direct Loans as well.

Direct Loans, from all appearances, have resolved many of the front-end
problems that have plagued the FFELP. The Department of Education has
demonstrated an unparalleled level of support to the program and has
committed the resources necessary to make it work for the participating
schools. This has been good for students and good for schools. However.
Direct Loans are not the only method by which borrowing can be
simplified and improved with similar benefits.

Because of Direct Loans, the lending community “sat up and took notice."
Fueled. in part, by the very competition posed by direct government
lending programs, lenders have become far more sensitive to the demands
of the market place and are trying to meet the needs of students and schools
in new and creative ways. For some of us, the option of having Federal
Family Education Loans financed through banks and other financial
institutions remains an attractive one. For example, the private sector is
able to offer repayment incentives not available through Direct Lending. 1
am glad that educational institutions still have a choice on financing options
to offer students.

My campus had the option of participating in the Direct Loan Program in
its second year and we are still on the list of year three schools. Because
we were in the throes of recovering from the massive damages of the
Northridge earthquake, moving to a completely new system of student
borrowing through Dir.:ct Loans did not seem feasible and we elected not
to participate. However, using the established loan system and including
loans in a student’s financial aid award “package” in the same way that
Direct Loans were processed was feasible. With the help of the lending
community and ELM Resources (Education Loan Management), we opted
to remain in the FFELP program and work toward the improvement of its
delivery at my campus. This has worked extremely well for us.

Like many campuses. we formerly used a completely separate processing
cycle for the "regular” financial aid programs--Perkins loans, Work Study.
and Federal Grants--and then we processed the "bank loans.” It became
apparent that this kind of bifurcated processing was not only detrimental to
departmental efficiency, vut it posed enormous impediments to the timely
delivery of actual dollars to students. Other impediments were imposed by
burdensome regulatory requirements and the cumbersome nature of the
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loan process itself. Loan processing is now done in a dramatically
different way at my campus and I hope that it will be possible in the near
future to make even more dramatic changes to the way in which my
students can apply for aid, be evaluated for eligibility, and be funded.

At Northridge, we have gone from a completely paper loan processing
environment to one which is nearly paper-free. While we will not be able
to move into a completely electronic environment--from the application for
aid through direct deposit into student bank accounts--we now process our
7,000 annual student loan volume very differently than we did in the past.
1 have been grateful for support that ELM has extended and appreciate the
effort to continue to find ways to improve our process. [ believe that our
best chance for success in that regard is to take advantage of innovations
offered by private enterprise in partnership with the public sector. ELM
and other entities like it, continue to work to make such innovations a
ceality.

The tull implementation of the ELM project as originally envisioned would
address many of the front-end needs for students and schools in application
processing. 1 would like to use a customized computer disk o: an on-line
application protocol for my incoming first-time freshmen application
processing. I could tailor this to fit my unique institutional needs and still
incorporate the mandatory data elements required by the Department of
Education in its Free Application for Federal Student Aid (FAFSA) form.

The Department of Education has made it clear that the only allowable
application form for student aid programs is the paper FAFSA form which
they have approved. Electronic applications would greatly simplify
processing. ELM has developed such an "application of the future” on a
computer disk, but it is not an "allowable" form according to current
statute and cannot be put into use. The Department of Education is
developing similar technology although it has not been released. I hope
that efforts in this area--from some sector--public, private, or from an
entrepreneurial partnership of the two--will bear fruit soon.

We have an obligation to keep pace with the technologies that our student
consumers have come to demand and that we can offer--now--innovations
in the way in which students apply for aid and the way in which we move
and validate required data. Enormous efficiencies can be realized through
the technological innovations offered by private enterprise. There are still
regulatory impediments to such innovations. In the interim, and absent a
change in the law on electronic application means, FFELP loans must
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continue the paper application process and generate separate loan
application requests.

There is "good news," however, in other aspects on the loan processing
front. Our new FFELP process represents an enormous improvement in
processing steps and time-to-delivery of aid. The processing system relies
on ELM as a service bureau for loan application processing. My students
can stay with the banks with which they have done prior student loan
business. I like the fact that my students borrow from lending institutions
and that they establish a banking relationship in this w:'v. Lenders come to
my campus and assist with the counseling of borrowers on credit
obligations and repayment information. The student borrower relationship
with the lender is something that I view as positive. It teaches a borrower
about borrowing.

From an administrative standpoint, however, the multiplicity of lenders
had been problematic. Here is where ELM Resources has made some
wonderful innovations and greatly simplified the student loan process
through standardization. From the school perspective, the ELM system
makes the lenders nearly "transparent” to me. I deal with one primary
entity: the ELM service bureau. The overwhelming majority of my
student borrowers are currently dealing with lenders who are in the ELM
group. However, even for those who borrow outside the ELM group, the
processing can be greatly automated and standardized.

The application data--with the borrower's lender of choice--is
electronically shipped from my school to our service bureau which
transmits to the lender and guaranty agency. The promissory note process
remains within the purview of the lender--not the school. This appeals to
me. Although there are no significant school liability issues presented in
the Direct Loan promissory note process, there are none in the FFELP
program. Additionally, we can track the complete progress of the loan
through the ELM loan status system and the loan process is fully integrated
with all other Title IV financial aid processing.

The creation of student loan checks is folded into our other aid processing
which permits the necessary unit-load checking, holding of checks for
other compliance-related reasons, and the use of funds--upon student
request--to pay for their educationally-related expenses. A central
disbursement agent processes all loan proceeds via electronic funds transfer
to our student accounting system and handles all cancellation, refund, and
reconciliation activities with the lenders. From the school perspective, this
is a greatly simplified FFELP process and has made student loan processing
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a very different animal than it was a few years ago. I believe itis only the
beginning on what can be done to improve student loan delivery.

Some would argue that the Department of Education is the best entity for
making student loans and that it should be readied to handle all of the
nation's student loan volume. Others hold the view that the FFELP is so
structuraily flawed that it has to be scrapped. Perhaps neither position
should be absolute. I have seen problems in the student loan program and 1
have also seen thoughtful and collaborative solutions being offered. I
believe that competition in student lending is a good thing and the result has
been a greatly improved level of service, responsiveness, and accountability
from both the public and private student loan makers. A continuation of
this innovative spirit can only serve to improve student loans overall.

To conclude, what we are doing at Northridge can be accomplished at
other campuses with a desire to simplify their FFELP processing. The
ELM project has folded the processing of those "bank loans” completely
into the routine processing of our Title IV and other institutional aid
programs with the same kind of simplicity envisioned by Direct Lending.
Although there has been a decided change in the method of doing business,
it has left the "business” intact with no disruption to my student borrowers.
And it has brought me the best of what the lending community can do when
it combines forces to offer a new initiative: a student loan product that is
being developed and delivered according to the needs of my department
and the students I serve.

Finally, if I find that I am not happy with the service of ELM, or if they do
not stay competitive and responsive to my needs, I have the option of
terminating my relationship with that service bureau and seeking better
alternatives for my students. 1 like having a choice and keeping my options
open.

Thank you.
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Chairman HOEKSTRA. Ms. Fawthrop.

STATEMENT OF LYNN FAWTHROP, DIRECTOR OF FINANCIAL
AID, ROGER WILLIAMS COLLEGE

Ms. FAWTHROP. Thank you, Congressman Hoekstra and Mem-
bers of the subcommittee for this opportunity to share our commit-
{,)e:’s observations on the operation of the Ford Federal Direct Loan

ogram.

Our committee was created by Congress in the Higher Education
Act of 1986 to provide an independent source of advice and counsel
to Congress and the Secretary. Our most recent focus results from
the Education amendments of 1992 when Congress asked our com-
mittee to study simplifying the Federal Family Education Loan
Program,

In 1993 OBRA conferees directed our committes to monitor and
evaluate imglementation of direct loans and the effects of modifica-
tions in FFEL as well. We have monitored the rograms for over
21 months and submitted a report to Congress 1past August. Since
then, we have held hearings on both programs. '

I'd like to preface my remarks about the operation of direct loans
with a broaf observation about the loan programs in general. Our
committee believes that either loan program, FFEL or direct loans,
or a well structured hybrid can serve students and institutions well
if it is properly designed and managed. We have not, and will not,
tike lg position on which program should prevail or whether both
should.

The key issue for our committee is making either or both pro-
grams work. By that, I mean ensuring that they meet the needs
of students and jinstitutions, while maintaining integrity and ac-
countability.

Let me share some personal experiences with you. My institu-
tion, Roger Williams Urx)ﬁversity, is a direct lending school. I must
tell you that the direct loan program has worked relatively well at
Roger Williams. There have been operational glitches, to be sure,

rimarily relating to software and systems. However, the direct
oan gro}g'ram solves problems for me and my students that the cur-
rent FFEL program does not.

Indeed, we chose to participate in direct loans partly because we
had lost patience that the FFEL program could resolve longstand-
ing problems of complexity and burden.

An Advisory Committee report to Congress in April 1993 docu-
mented the problems of complexities and inefficiencies in FFEL.
My experience with the direct loan program at Roger Williamg Uni-
versity mirrors that of our committee, that our committee has
foixlnd1 in our loan evaluation study at the majority of participating
schools.

As we stoted in our letter to Senator Jeffords, direct lending is
a feasible program with many desirable features for both students
and institutions. Program operation in the first year was relatively
smooth up to reconciliation, and the Department has shown the
ability to manage the new program.

Having said that, I must add that our study found several oper-
ational problems that might be associated with the start-up of the
new program. Most involved system and software problems. They

s
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are not fatal, by any means, and can be addressed through proper
raanagement. Two problems, however, merit attention.

First, because of the decision by direct lending managers to allow
institutions flexibility in reporting, it is not possible to prevent
multiple loans, tie cash drawdowns to actual disbursement data, or
to easily recencile institutional accounts in a timely manner.

While the Department of Education has announced plans to ad-
dress these problems in the long run system development effort,
our committee is concerned that there is no short run contingency
plan, ‘if this long run effort stalls or perhaps fails, as occurs so
often in both private and public sector.

Second, it appears that a large number of schools with question-
able default records or unreliable data will be allowed to partici-
pate in year two. Our committee felt this was an unfortunate deci-
sion that gained the program little, if anything. Our point is not
that high default schools which are eligible to participate in FFEL
should be excluded from direct lending. The issue is that direct
lending has an income contingent repayment option that might be
used by problem schools to hide lack of quality in educational pro-
gramming.

In our judgment, the Department of Education has not thought
through how such schools would be tracked and how their perform-
ance would be measured if large numbers of their students were
encouraged to choose income contingent repayment option. Finally,
let me say, even with regard to these two issues, the Department
of Education can take the initiative and move quickly to minimize
the problems.

I want to close by stating that the operational problems in the
first year of direct lending must be judged against a backdrop of
an overly complex and inefficient FFEL program, and that little
would be gained if start-up problems in direct loans are used as a
justification for limiting the direct loan program without address-
ing major problems in FFEL.

Once again, I thank you for the opportunity o testify, and I'll be
happy to answer any questions.

Chairman HOEKSTRA. Thank :7ou.

[The prepared statement of Ms. Fawthrop follows:]
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LYNN M. FAWTHROP, CHAIRPERSON

ADVISORY COMMITTEE ON STUDENT FINANCIAL ASSISTANCE

Thank you, Mr Chairman, and members of the Subcommittee for this opportunity to
share our Committee’s observations on the administration of the Ford Federal Direct
Loan Program (FDLP). My name is Lynn Fawthrop, Director of Financial Aid at Roger
Williams University in Bristol, Rhode Island. I am representing the Advisory Committee
on Student Financial Assistance, of which I have been Chairperson since January 1993.
The Advisory Committee was created by Congress in the Higher Education Amendments
of 1986, to provide an independent source of advice and counsel to both the Congress
and the Secretary of Education on student aid policy.

Congress originally defined its purpose in statute: to provide extensive knowledge and
understanding of federal, state, and institutional programs of postsecondary student
assistance; to provide technical expertise with regard to systems of need analysis and
application forms; and to make recommendations that will result in maintenance of
access to postsecondary education for low- and middle-income students. The Advisory
Committee’s structure reflects the diversity of the contemporaty financial aid community.
College presidents, financial aid administrators, educational association executives, bank
officers, guaranty agency executives, state higher education officials, and students have
served on the Committee. Members are appointed by the leaders of the United States
Senate, the House of Representatives, and the Secretary of Education on the basis of
technical expertise and knowledge of student aid and educational policy. The eleven
members serve in staggered terms of three years.

Our focus over the last three years results from the Education Amendments of 1992
when Congress required our Committee to study simplifying the Federal Family

Education Loan Program (FFELP). In the attached April 1993 report to the Congress,
entitled "Student Loan Program Simplification: Interim Recommendations,” the
Committee recommended radical restructuring of the FFELP to overcome what our
Committee found to be unacceptable complexity and inefficiency in that program. The
Committee identified six sources of complexity, including:

Multiple, overlapping loan programs exist, none of which have sufficient annual
limits to discourage multiple program borrowing.

Terms and conditions conflict among the loan programs.

The programs operate under burdensome legislative and regulatory requirements,
most of which have been created to control program costs and default rates.
Lender and guarantor policies are inconsistent.

Loan processes and forms are not standard.

The existing data and network infrastructure is insufficient.

Broad agreement existed in the higher education and loan community for addressing
these serious flaws in the program. The Committee recommended several steps to
address this complexity:

. strcamlining and standardizing the loan programs;
L reducing the number of loan programs;
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reducing the number of agencies and lenders;
providing borrower refinancing options;

using the FAFSA as the loan application; and

integrating FFELP delivery into the broader Title IV delivery system.

= In respon.e to a request from Senator Pell, we also included :n our July 1993 final report
} a complete set of recommendations on how a direct loan program should be structured,
since Congress was considering full-scale implementation of direct lending at that time.
Congress implemented most of the Committee’s FDLP recommendations. However,
most recommendations for the FFELP, perhaps the most difficult, have not been
addressed.

In August 1993, OBRA conferees also directed our Committee to advise the Congress
and Secretary on both the implementation of the FDLP and the effects of modifications
. , in the FFELP as well. We have monitored both programs for over 21 months, held a
3 . direct lending hearing in November 1994 and an FFELP hearing in April 1995. The
Committee’s first annual evaluation report, "Implementation of the Federal Direct
Student Loan Program and Modification to the Federal Family Education Loan
Program,” submitted in August 1994 is attached.

[ mention this brief history today for two reasons. First, since 1992, the Congress has
looked to our Committee for advice on student loan programs generally and, accordingly
it has been one of our highest priorities. Second, we want the Subcommittee to

T understand the full context in which our comments will be made today.

- Either the FFELP or FDLP can serve students and institutions well if they are properly
: designed and operated. And, both programs can be improved dramatically by
elimination of structural deficiencies in the overall system that delivers student aid.

Our Committee will deliver a full report late this summer that will reiterate and update
tite changes in both programs that are required for each to serve students and
institutions well. Our Committee has not and will not take a position on which program
should prevail--or whether both should. However, as in the past, we will continue to
recommend those changes that are required to ensure efficiency and integrity in either,
both or a hybrid if that is the decision of Congress.

Having provided those introductory remarks, let me now turn to the issues tc be
addressed today. About two months ago, on March 17, 1995, our Committee responded
to a request from Senators Jeffords and Kassebaum in preparation for a hearing. Their
question concerned issues of accountability and quality in the FDLP. Let me summarize
the points in our response which we are submitting today as part of the written record.
In addition, we provided brief observations concerning the overall operation of the
FDLP.

Q
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OVERALL ASSESSMENT

I would like to provide three observations with regard to our assessment of the FDLP to
date based in part on feedbs<k from institutions that testified at the Committee’s
November hearing:

] First, our loan study to date has found the FDLP to be a feasible program with
desirable advantages to institutions and students.

Second, implementation and program operation have been relatively smooth up to
reconciliation.

Third, the Department of Education (ED) in general has shown both the ability
and commitment to manage the program.

I can attest personally to each of these because my in.titution, Roger Williams, is a
direct lending institution. Having stated that, however, it is the Committee’s perception
that there are impcrtant shortcomings that need to be acdressed to ensure efficiency,
accountability, and integrity. Our March 17 letter to Senators Jeffords and Kassebaum

contains specific reccommend.tions in each of these areas and is part of our written
testimony.

ADMINISTRATIVE ACCOUNTABILITY

In the area of institutional accountability, the student aid delivery system as it exists
today cannot support critical functions for maintaining program-by-program

accountability, quality and integrity. This structural deficiency affects all programs, not
just FDLP.

In a letter to Secretary Riley on June 1S, 1994, (attached), our Committee noted that the
student aid delivery system could not prevent multiple awards, tie cash drawdowa to data
in the system, or reconcile accounts adequately. These are a' functions taken for
granted in most large data processing and financial systems. We recommended in that
letter that ED move quickly to revise the Central Processing System (CPS) Request For
Proposal (RFP) to eliminate this deficiency. This contract provided a unique opportunity
to make interim changes that could address key shortcomings virtually immediately,
rather than awaiting full system redesign, requiring three to five years. However, on
August 18, 1994, we received a response from Leo Kornfeld, Deputy Assistant Secretary,
stating that since the CPS recompetion had no bearing on these issues, no changes would
be made to the RFP. Failure to make interim changes to the CPS RFP and complete
the necessary system modifications means that ED must either use costly task orders
and contract charge order vehicles to address these problems in the short run or wait
years for broader system changes in the nearly dozen systems and databases currently
making up the Title IV delivery system.
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We further noted this deficiency in a letter to Congressman Gondling on October 31,
1994, and its negative effect on FDLP. In that leiter, we recommended that ED
encourage institutions to report disbursements early--a step that would not only minimize
the potential for multiple loans but would have also avoided most of the well-known

problems encountered in reconciliation this year. This recommendation also went
unheeded.

In addition to this structural deficiency in delivery and failure to encourage institution: to .
report early, in the first year of FDLP implementation there have been problems in

software and systems design that have made reconciliation in FDLP an unnecessarily
slow and difficult process. We are prepared to discuss how structural deficiencies in
delivery and these factors interact, if you should decide to do so.

INSTITUTIONAL QUALITY

In the area of institutional quality, it appears that a number of institutions that will
participate in FDLP tiis year have either very high default rate histories or no history at
all. The exact numbers have been provided in our March 17 letter to Senator Jeiferds
and Kassebaum. 1 especially want to stress one point: our estimates did not include
institutions that are exempted by statute from default rate triggers.

The inclusion of some high default schools would not be a major problem. However,
our Committee is not aware of the development of measures of institutional quality in
FDLP that serve the same functions as default rate measures in FFELP. This is
especially troubling in the face of announced plans to use income contingent repayment
(ICR) to reduce defaults and the apparent lack of any plans to monitor high default
schools’ performances in FDLP.

With regard to our preliminary findings on both reconciliation and institutional selection,
1 must state that it has been extraordinarily difficult to get information from ED.
Several requests have gone completely unheeded.

SUMMARY

The Advisory Committee urges Members to focus on improvements necessary in both
loan programs. The FDLP has been remarkably successful in its first months of
operation in spite of the problems identified above. The FDLP institutional origination
process has eliminated some of the most daunting problems with the FFELP that the
Committee identified in the Loan Simplification Study. Yet, improvements in ED
management of the program and FDLP systems and operations are clearly required.

Congress initiated important changes and the loan industry has made :mpressive efforts
to reform the FFELP, which has resulted in service improvements for students and
institutions. However, the agenda for structural reform outlined in the Committee’s 1993
Loan Simplification Report remains to be fulfilled and some of the most difficult and
divisive problems must be confronted Significant efforts are required to address the
needs of students and institutions in that program.
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Advisory Committee on Student Financial Assistance

June 1S, 1994

The Honorable Richard W. Riley
Secretary

U.S. Departrnent of Education
400 Marylaad Avenue, S.W.
Washington, D.C. 20202-0100

Dear Mr. Secretary:

[ am writing on behalf of each of our members about a matter of great importance to
the Department of Education (ED), the Congress, and the entire postsecondary
education community. A singular opportunity exists to use upcoming procurements to
restructure the systems that deliver Title IV student aid--to make them more efficient
and ensure program integrity. The benefits to all parties are truly substantal and can
be achieved without a significant increase in the costs of delivering federal funds to
needy students. However, it appears that this opportunity may be squandered in a
headiong rush to recompete caisting contracts. We are recommending that you direct
ED staff to carefully reconsider the long-run implications of their procurement strategy.

ED has issued draft requests for proposals (RFPs) for major contracts that support
application, processing, and disbursement of Title IV funds. The structure of these
RFPs will determine the capabilities and shortcomings of the student aid delivery
system into the next century. Relatively modest modifications in these REPs and
resulting contracts caa produce dramatic improvements in performance, efficiency,
integrity, and cash management. Unfortunately, our initial assessment suggests that
these systems will remain essentially unchanged for the rest of the decade.

In 1986, Congress charged the Advisory Committee to monitor delivery on an ongoing
basis and make recommendations for improvement. We have just completed a year-
long study of the systems and processes involved and have identified serious
deficiencies. These were shared with ED staff in April of this year. A copy is enclc:ed.

Great progress has been made in the program and policy areas over the last few years.
The vast majority of students now complete only one data set on only one form and are
means tested under only one model. In contrast, the delivery system itself is a
puzzling assortment of dozens of separate data bases, contractors and facilities, most of
which do not communicate with each other. This, for example, forces institutions to

report awards for the same student to several different entities at different times and
on different schedules.

Room 4600, ROB-3, 7th and D Streets, S.W., Washington, D.C. 20202-7582 » Tel: 202/708-7439 ¢ Fax: 202/401-3467
As independent commitiee created by Congress 1o advise oa student ald policy
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Indeed, the structure of delivery is so fragmented that it leads to embarrassing lapses in
function and associated shortfalls in efficiency and integrity. Particularly troublesome is
that, even after the award of thousands of dollars, the central data base does not know
where the student is enrolled and, accordingly, can't wam another school not to award
the same student for the same period. Further, the system cannot send an igstitution’s
computer generated reapplications to the institution because it doesn't know which
students are there. Instead, it must employ a costly method of mass mailing that
requires extensive follow up. Lastly, and perhaps most important, the system cannot
link draw down and expenditure of Jederal funds with valid, surrent eligibility data or
reconcile accounts accurately at the end of the award year.

Like the systems of most federal agencies, ED's Title IV delivery system has been
developed over time, sequentially, as new programs and functions have emerged. In
each instance ED staff have.done their best to modify and imp:ove at the margin.

Unti] now there has not been the opportunity to step back and examine the entire
structure,

Given the intense and increasing scrutiny directed at the programs by the Inspector
General, General Accounting Office, and powerful committees in Congress, the
opportunity to reassess and change direction comes none too soon.

However, to date, the plans that ED has shared with the cornmunity and our

Committee including those presented at a formal hearing on June 6 fail to address the
most important of these deficiencies. Since release of the central processing system
(CPS) procurement--perhaps the most important of the delivery system components--is
imminent, we are recommending that you direct your staff to give immediate attention
to the issues involved before the final RFP is released.

To ensure system-wide efficiency and integrity, ED must formulate a comprehensive
plan that addresses these deficiencies over the next five to seven years. This plan must
include modifications in the specifications of each of its systems and contracts so that
an orderly large scale system enhancement process can begin early in 1995. The
cormmerstone of the plan must be a new data architecture, including a comprehensive
Title IV-wide data base that integrates all processing, monitoring, reporting, and cash
management functions.

We feel there is sufficient time to address these issues through revisions to RFPs in the
final planning phases. The process of reviewing and commenting on draft RFPs
provides a fortuitous opportunity to incorporate essential changes. If ED staff believe
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it is too late to make the required changes, then we recommend extending contracts
perhaps for one year--not rolling them over for five 1o seven years with unchanged
specifications.

In the meantime, if the Committee staff can be of any assistance, please call our Staff
Director, Brian Fitzgerald. Thank you for your attention to these important issues.

Sincerely,

% M‘.‘{?aw!/t%o‘;l Hrpe

Chairperson

Enclosure

cC:

Advisory Committee members
The Honorable Madeleine Kunin
The Honorable Marshall Smith
The Honorable David Longanecker
Mr. Leo Kornfeld

Ms. Maureen McLaughlin

Mr. William Moran

The Honorable William Ford
The Honorable Pat Williams
The Honorable Thomas Sawyer
The Honorable Jolene Unsoeld
The Honorable Patsy Mink

The Honorab. Robert Andrews
The Honorablc sobn Reed

The Honorable Tim Roemer
The Honorable Dale Kildee

The Honorable Robert Scott
The Honorable Ron Klink

The Honorable Karan English
The Honorable Ted Strickland
The Honorable Xavier Becerra
The Honorable Gene Green
The Honorable Thomas Petri
The Honorable Steve Gunderson

The Honorable Randy Cunningham
The Honorable Dan Miller

The Honorable Paul Heary

The Honorable Marge Roukema
The Honorable Peter Hoekstra
The Honorable Howard McKeon
The Honorable Richard Armey
The Honorable Claiborne Pell

The Honorable Howard Metzenbaum
The Honorable Christopher Dodd
The Honorable Paul Simon

The Honorable Barbara Mikulski
The Honorable Jeff Bingaman

The Honorable Edward Kennedy
The Honorable Paul Wellstone
The Honorable Harris Wofford
The Honorable Tom Harkin

The Honorable James Jeffords
The Honorable Nancy Kassebaum
The Honorable Dan Coats

The Honorable Judd Gregg

The Honorable Strom Thurmond
The Honorable Orrin Hatch

The Honorable Dave Durenberger
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ATTACHMENT

DEFICIENCIES IN THE CURRENT TITLE 1V DELIVERY SYSTEM

. Basic information is not available in time to prevent multiple awards for
the same period at different institutions.

Necessary certifications are not automatically provided, requiring instead,
extensive manual, paper-based processes at the institution increasing the
potential for institutional liability.

Records cannot be submitted for rematching whena ED's systems cannot
conduct matches with other data bases (e.g., social security), increasing
burden and the potential for institutional liability.

Reapplications cannot be seat to the institution at its request for
distribution to its studeants, rather than mass mailing reapplications to its

students, requiring burdensome and costly mailings by institutions to
returning students.

Communication is not possible with institutions or sending of rosters of
reapplicants who should bave, but mistakenly did not, release data to the
institutions, requiring mass mailirgs by institutions.

Institutions cannot send completed reapplications for keying to the MDE.

Institutions cannot draw down selected student records at key times
without drawing all records down, increasing burden.

Flexible timetables for reapplications cannot be provided.

Differentiation is not possible among students attending several braach
campuses or different programs within the same school using a common
institutional code.

Integrated reporting of student awards in all Title IV programs through a
single reporting mechanism is not possible.

Integrated monitoring and cash management are not possible across all
Title IV programs--draw down of funds cannot be tied to valid current
eligibility and award data and accounts cannot be reconciled accurately.

Q ] 92-626 -~ 95 ~ 4
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Advisory Committee on Student Financial Assistance

October 31, 1994

The Honorable William F. Goodling
Committee on Education and Labor
U.S. House of Representatives

2263 Rayburn House Office Building
Washington, D.C. 20515

Dear Congressman Goodling:

Thank you for reading and responding to our August report on the student loan
programs. We are very happy the report was informative and beneficial to your
oversight of the implementation of the Federal Direct Student Loan Program (FDSLP).

In your letter you asked for our Committee’s reaction to four questions:

. Should the disbursement rules we recommended for the FDSLP also
be used in the Federal Family Education Loan Program (FFELP)?

Is the Committee satisfied that the Department is taking the necessary
steps with respect to Title IV system design and potential integrity
problems?

What can the Department do in the short run while it redesigns its Title TV
system?

Does the Committee feel that the Department’s use of Sallie Mae to
cnsure access to loans is adequate?

With regard to disbursement rules, your suggestion that if a rule is complex in FDSL it is
also complex in FFEL is well taken. It certainly makes sense to evaluate such a change
in FFEL. The rationale for our recommendations to the Secretary, delivered after
legislative changes had been made, was that the Department had not implemented fully
what Congress had made clear in statute--that disbursements in FDSL be coasistent with
Pell Grants. However, Congress made no such change in FFEL. Accordingly, our
Committee made no recommendations about implementation to the Secretary in this
regard.

Roorm 4600, ROB-3, 7th and D Streets, S.W., Washington, D.C. 20202-7582 » Tel: 202/708-7439 « Fax: 202/401-3467
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As noted in your letter, our report to Congress and the Secretary identified several
system design and potential integrity problems across the Title [V programs. We are
satisfied that the Department recognizes these problems and is taking steps that it feels
will ensure program integrity. The Department's strategy consists of four basic
components:

. a complete requirements analysis identifying key functions and processes in
the new delivery system;

procurement of a hardware platform to which separate Title IV data bases
can be migrated and integrated;

building of a new school-based management system to tighten cash
management and control of funds drawdown; and

. expansion of NSLDS to become a Title [V-wide recipient data base.

Each of these interrelated tasks is a significant undertaking. Even with the best planning
and coordination, the Department’s own estimates suggest at least three and perhaps five
years until significant improvements are realized. The entire approach, however,
depends upon the timely enhancement of NSLDS, the centerpiece of the Department's
strategy, a system which has already experienced significant delays.

With regard to your concern about the integrity of the FDSLP until the new system is
operational, our Committee’s August report suggested that the Department improve the
current direct loan operating system in two ways. To avoid excecding annual loan limits,
we proposed that the system capture and edit dependency status and ensure that
institutional software include sufficient edits to track loan amounts. To prevent multiple
loan awards, we recommended that institutions report planned disbursements early
enough to prevent multiple awards.

It is our undesstanding that the Department recognizes both problems. Regarding the
potential for exceeding annual loan limits, the Department has notified its contractor to
make the required edit changes in the system and software for 1995-96. Regarding the
potential for multiple loaps, the Committee is unaware of any current plans to change
institutional reporting or system edits that will minimize problems.
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Your last question focused on the adequacy of the Department’s use of Sallie Mae to
ensure access to loans for all eligible students. Qur preliminary assessmeant is that the

approach is adequate and we are not aware at this time of any potential problems with
access.

Once again, thank you for your continuing commitment and efforts to improve Title IV
student aid. Please let our Staff Director, Brian Fitzgerald, know if we can be of further
assistance.

Sincerely,

%ﬂw Y. Festhogo
n M. Fawthrop

Chairperson

cc:  Advisory Committee members
The Honorable Richard W. Riley
The Honorable Madeleine Kunin
The Honorable-Marshall Smith
Mr. Leo Komfeld
The Honorable David A. Longanecker
Subcommittee on Postsecondary Education and Training
Subcommittee on Education, Arts, and the Humanities
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Advisory Committee on Student Financial Assistance

March 17, 1995

The Honorable James M. Jeffords
Committee on Labor and Human Resources
United States Senate

513 Senate Hart Office Building
Washington, D.C. 20510

Dear Senator Jeffords:

Thank you for the opportunity to provide observations and suggestions recarding
integrity in the Ford Federal Direct Loan Program (FDLP). As you know, our
Committee has been evaluating the implementation of the FDLP in accordance with a
mandate from Congress. Our study, now in its second year, includes the Federal Family
Education Loan Program (FFELP) as well, and will produce a second report this
summer on all aspects of program implementation.

The program integrity issues discussed in your letter are important ones that have two
key dimensions: program accountability and institutional quality. With regard to
program accountability, the problems encountered in FDLP reconciliation in the first
year are a symptom of broader challenges facing all Title IV programs. With regard to
institutional quality, the lack of appropriate measures--specifically an equivalent to the
cohort default rate currently used in the FFELP--signals a need for a much closer look at
how quality can be ensured in the new program. In both areas, the problems can be
addressed by proper corrective actions by Department of Education (ED) managerss in
charge of student aid delivery and the FDLP.

The remainder of this letter discusses the issues of program accountability and
institutional quality raised in your letter by identifying the underlying causes of the
problems and making recommendations to remedy them. In order to establish the
context in which our findings are presented, several caveats are in order.

] The Advisory Committee’s study to-date has found the FDLP to be a
feasible loan program with important, desirable features for institutions and
students. These include integrated delivery, institutional origination, and
income contingent repayment.

Implementation of the program has progressed well and program operation
has beca quite smooth through loan origination and disbursement.

1280 Maryland Avenue, S.W., Suite 601, Wash.ington, D.C. 202027582 ® Tek 202/708-7439 ¢ Fax: 202:401-3467
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ED has shown clearly that it has the ability and commitmeant to manage the
FDLP effectively.

However, even though the FDLP has been shown thus
institutions and students in its operation, and mana
its assumption that important shortcomings do exis
quality if not addressed in a timely mananer.

far to be feasible, desirable to
geable by ED, your letter is correct in
t that will threatea accountability and

PROGRAM ACCOUNTABILITY

The Committee has identified problems in the FDLP reconciliation process, which is
designed to ensure that the loan records and the cash management data in the FDLP
servicer and the institutional systems match precisely. Similar problems have been

observed by ED’s Office of Inspector General (OIG) and are reflected in ED's Dear

Colleague Letter concering reconciliation. Our Committee believes that there are four
causes of the problems.

) Structural deficiencies in the overall delivery system for student aid adversely affect
all Title IV programs.-including FDLP loans. These deficiencies were highlighted

most succiactly in a letter from our Committee to Secretary Riley on Juae 15,
1994,

Short-run policy decisions by ED managers, necessitated by these structural
deficiencies, have exposed the program not only to inefficiency but potential
program iategrity problems. The Advisory Committee addressed these issues in

both our August 1994 report to Congress on the loan programs and in a letter to
Congressman Goodling on October 31, 1994.

Software problerns have hampered program operations from the outset. The
Advisory Committee was able to explore the scope of the problems with ED-
supplied software with 18 institutions at its bearing in California last November.

Design shortcomings in the FDLP servicer system have preveated smooth operation

in back-end processes, including reconciliation. These problems were documented
and discussed at the same hearing.

In order to fully appreciate the problems of reconciliation--and their solution--it is
necessary to review the contribution of each of these factors.

First, structural deficiencies in the student aid delivery system result from the lack of a
fully functional Title IV.wide recipieat database that can integrate all program
operations. The problems that result continue to haunt the Title [V programs, including
the FDLP and the FFELP. For example, the current delivery system cannot identify
where the student is enrolled, even after the award and disbursement of thousands of

2
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dollars in student aid. Furthermore, it neither prevents multiple awards, por can it tie
institutional cash drawdown to data already in the applicant system at the front end, i.c.,
up to origination. If a Title [V.wide recipient database were operational, it could
provide a front-end capability to perform these functions. Much of the reconciliation
problem io the FDLP referred to in your letter, and certainly all of the implications for
program integrity, would consequently disappear. The OIG has also recogpized that

ED’s automated systems are unable to generate accurate, timely data and favors controls
at the front end.

Thae Committee recommended in its June 15, 1994 letter to Secretary Riley that ED
address this longer-run problem by modifying the specifications for each system and
processing contract in the series of contracts that deliver these programs. Indeed, in
tesponse to our recommendations, a meetiog called by the Senate staff cn July 12, 1994,
was held to discuss how ED would address the Advisors Committee’s concerns. At that
meeting, ED officials promised Senate staff that a complete review of systems
procurements would be undertaken to identify how each contract and subsystem needed
to be modified to move toward an integrated Title [V-wide delivery system and database
over the next three to five years. ED’s review was to begin last year with the most
important of the front-end system components--the central processing system (CPS),
which contains applicant data for almost 10 million students. Unfortunately, the CPS
request for proposal (RFP), released oo December 7, 1994, shows no sign that front-end
system modifications are planned to prevent multiple awards or tie cash drawdown more
closely to the applicant database for each institution. Rather, ED appears to be taking a

long-run approach without a parallel contingency plan to ensure integrity in the
meantiine.

Because froni-end system enhancements have not been made, ED is forced to rely on
back-end processes, which occur after award and disbursement of funds, te ersure against

multiple awards and excessive or premature cash drawdown by institutions. However,
relying oo back-end institutional reporting, such as reconciliation, as the mechanism to
minimize problems that should be eliminated on the front end--before drawdown and
disbursement--requires a trade-off. Back-end reporting necessitates more stringent
requirements to preserve full acccuntability for the expenditure of federal funds and,
thus, places more burden on institutions. This burden is exacerbated by problems with
software and servicer systems as described on the following pages.

Second, short-run policy decisions have contributed significantly to the problems
encountered in reconciliation. To exempt institutions from back-end reporting, ED
decided against a recommendation made by the Advisory Committee in its August 1994
report to Congress that institutions be motivated to report early in the process. Instead,
ED designed FDLP functions to allow most institutions considerable latitude when--
relative to funds drawdown--they report or submit originations, promissory notes, and
disbursements to the FDLP servicer. For example, institutions may drawdown funds
before reporting any data. Furthermore, institutions have delayed reporting

3
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disbursements of funds to borrowers for as many as 60 days or more after the
disbursemeants are made. While well-intentioned, this policy contributed greatly to delays

in reporting and resulted in a significant gap between drawdown and reported
disbursements, and complications in reconciliation.

The policy decision to allow institutions flexibility in reporting makes preventing multiple
loans and tying drawdowas to disbursements impossible in a system without a fully

functional, student-level database. Even if the FDLP servicer js directed to match loan

records across institutions at the back end, a procedure not currently in place, ED’s
policy of permitting institutional flexibility in reporting makes it impossible to identify
multiple loans before disbursement occurs. Finally, although the Advisory Committee is
not aware of first-year FDLP institutions taking improper advantage of this flexibility,
such as maintaining excess cash, the processes currently in place are open to misuse
because the origination, drawdown, and disbursement processes are pot sufficieotly
integrated in spite of current Title TV cash management and FDLP regulations.

Third, software problems have compounded difficulties resulting from structural
deficiencies and policy decisions by making the physical task of reconciling accounts
much more difficult. Institutions have reported to the Advisory Committee that ED-
supplied software is subject to slow data processing, systems crashes, and corrupted data.
These problems have delayed or prevented schools from recoaciling on schedule, an
ability which is taken for granted in most large private data processing systems.

Fourth, design shortcomings in the FDLP cervicer system have further intensified
problems in conducting reconciliation. The most important of these is the loan-specific
chatacter of the FDLP servicer system, a shortcoming also reflected in ED-supplied
institutional software. lostitutions generally manage information on a student-specific
basis. This design flaw increases dramatically the burdén of performing even routine
functions and the difficulty of conducting reconciliation successfully. In addition, other
problems with system interfaces between the institution and the FDLP servicer have
made the recoanciliation process extremely tedious for institutions. Examples include
rigid accounting protocols and mismatches between software and servicer edits,

All four factors--structural deficiencies in delivery, short-run policy decisions, software
problems, and design shortcomings--have cootributed to reconciliation delays and
difficulties in the first year. In order to ensure program integrity in the future, ED must
address each of these problems in a systematic manner. To ensure these problems are

solved as soon as possible, the Committee is recommendiog that ED take several short-
and long-term actions.

. Reverse previous policy decisions and modify the CPS to prevent multiple
awards across programs and tie drawdown of funds to Title IV program
disbursements, including disbursements of FDLP loans. This enhancement
can be performed under the task order component of the new CPS

4
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contract. Conceivably, this new function could be installed in time for the
1997-1998 award year.

Review the policy of allowing FDLP institutions wide latitude in reporting
disbursemeants to the servicer, and move expeditiously toward more closely
integrating origination, drawdows, disbursement, and reconciliation.

Produce a reporting system that ideatifies quantitative targets for the
second year of FDLP program operations and system performaance that will
allow real-time measurement of multiple awards, excess cash, and gaps
between disbursement and reconciliation.

Provide for an external evaluation of all ED-supplied institutional software
used in the program and consider the need for a complete, parallel

software redesign that can be installed in the third year of the FDLP
program.

Conduct an external systems review, including the database structure,
aimed at eliminating design shortcomings such as the loan-specific nature
of interfaces between institutions and the servicer. This should be
completed in time for the third year of FDLP operations.

It is extremely important that the reconciliation problem not be viewed as a narrow,
short-term problem. Once again, it is a manifestation of Title [V-wide systemic problems
that must be addressed through a broad set of management corrective actions to ensure
long-run program integrity.

INSTITUTIONAL QUALITY

The second question in your letter relates to concerns over the lack of a measure of
institutional quality in the FDLP equivaleat to FFELP cohort default rate determinations
and the long-term consequences for program integrity. In respoose to your request, the
Advisory Committee has conducted a preliminary analysis that includes an examination
of the default histories of FDLP institutions. Our analysis has identified four problems.

Th . selection process for allowing institutions to participate in the FDLP

appears to have permitted institutions with questionable performance
records to enter the program.

Current selection criteria appear to be inadequate to prevent preblems
related to program integrity in the future.
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There appearts to be 0o plan to monitor institutional quality to detect b

mismapagement by high default institutions.

ED bas not developed measures of institutional quality required to ensure
program integrity, comparable to the cobort default rate in the FFELP.

Each of these problems requires immediate attention to ensure institutional quality in
the FDLP.

First, ED’s selection process allows institutions with questionable records to participate in
the FDLP for 1995-96. Exclusive of institutions eligible for cobort default waivers:
. 272 schools bave default rates of 25 percent or bigher in at least one of the

three recent fiscal years for which ED data are available (i.c., FY92, FY91,
and FY90);

160 institutions have default rates of 25 percent or higher for the most
receat fiscal year; and

59 institutions have defauits rates of 25 percent or higher in both of the
two most receat fiscal years.

Furthermore, well over 100 institutions accepted for the second year, of which the vast
majority were proprietary institutions, had default rate data that are missiog or
potentially unreliable for the previous three years.

Because these institutions with high default rates or potentially unreliable data represeat
less than two (2) percent of 1993 FFELP loan volume, they are not likely to have a
major impact on future FDLP volume. Nouetheless, their participation could contribute
in a disproportionate way to a perception that the program is failing to easure
institutional quality. Since ED bas considerable flexibility uader the law in choosing
institutions that are “reasonably representative,” it could bave screened institutions more
carefully to easure quality.

Second, current selection criteria, as they have been applied for 1995-96, do not appear to
be adequate to prevent entrance of even more high-default jnstitutions. The Committee
understands that waivers may be appropriate for certain schools serving largely
disadvantaged student populations and that objections have been raised about creating
criteria for the FDLP more stringeat than for other loan programs. Nouetheless, the
criteria as currently structured appear to invite problems in the long-run, especially
because other selection factors related to administrative capability will be relaxed in
future years. In light of OIG's and the General Accounting Office’s (GAQ's) concerns
about ED's gatekeeping function, the curreat criteria must be examined very closely.
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Third, there appears to be no plan to monitor institutional quality. The existence of an
inceme contingent repayment option in the FDLP--an option that $.495, the "Student
Loan Evaluation and Stabilization Act of 1995," would extend also to the FFELP--offers
new opportunities for mismanagement by institutions of poor quality. While it is
technoically still possible to be delinquent, or in default, on an FDLP loan, institutions
could use income contingency as a management tool to mask the consequences of poor
educational programs. The Advisory Committee knows of no plan by ED that addresses
this issue either at the application stage or through monitoring of institutiopal
performance. Similar problems will emerge in the FFELP if income contingent
repayment becomes available under that program.

Fourth, ED has not yet identified or analyzed altemative measures of instututional quality
in the FDLP that will serve the same program integrity function as the default measure
in the FFELP. lnstead, there appears to be a widespread feeling on the part «f ED
matuagement that default is, by definition, minimized under the FDLP, and
that there is less need for such a measure.

—~ant. oy,

In order to ensure program integrity, the Advisory Committee would urge ED to take
corrective actions in each of these four areas:

. With regard to institutions already in the FDLP, ED should review its
selection process and perform an analysis that identifies problem schools.
As part of this process, ED should consider replacing these institutions
with those having lower default histories--especially with institutions that
applied and were not selected for reasons other than quality.

ED should develop new selection eriseria designed to prevent the
participation of institutions that are likely to have excessively high default

rates or to misuse the income contingent repayment option.

ED should formulate a system to monétor institutional quality that tracks

and reports the use of the income contingent repayment option in the case
of schools that are potential problems. This system must be able to detect
unusual shifts in payment option selection as well as payment streams that
signal likely program integrity problems. The system must also subject such
institutions to intensive monitoring across other key indices.

ED should carefully analyze and compare alternate measures of institutional
quality that can be used to monitor and eliminate problem schools. These
include deliaquency and default rate in repayment options other than
income contingent repzyment, frequency of administrative assignment of
delinquent and defaulted loans to income contingent repayment, and rate
of selection and nonpayment in income coatingent repayment. Other
potential measures are withdrawal or dropout rates, program completion

7
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rates, and success of graduates obtaining employment or meeting their
educational objective.

In summary, the participation of institutions with high default rates, the absence of
appropriate measures of quality equivalent to cobort default rates, and the failure to
monitor institutional performance in light of these measures will have a predictable
negative impact on program integrity in the FDLP. It is important that ED move
aggressively in each of these areas.

As part of its continuing evaluation of the loan programs, the Adviscry Commitiee will
explore over the next few weeks measures that might be used as alternatives to cobort
default rates. This will be a focus of the Advisory Committee’s hearing in April. The
Committee will make these analyses available to the Congress as soon as they are
completed.

In the meantime, on behalf of each of our members, I would encourage you to consider
the recommendations outlined above as a preliminary framework for your oversight
hearings. Thank you for the opportunity to provide these recommendations. Please let
us know if we can be of further belp in this matter.

Sincerely,

Chairperson

cc: The Honorable Nancy Landon Kassebaum (ideatical original seat)

Advisory Committee members

Members of the Committee oa Labor
and Human Resources

Members of the Committee on Economic
and Educationa! Opportunities

The Honorable Richard W. Riley

The Honorable Madeleine M. Kunin

The Honorable Marshall S. Smith

The Honorable David A. Longanecker

Mr. Leo Kornfeld

10y
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FOREWORD

Congress created the Advisory Committee on Student Financial Assistance when it
enacted the Higher Education Amendments of 1986. The Advisory Comnuittee serves
as an independent source of advice and counsel to the Congress and the Secretary of
Education on student aid policy. Congress originally defined its purpose in statute:
to provide extensive knowledge and understanding of Federal, state, and institutional
programs of postsecondary student assistance; to provide technical expertise with
regard to systems of need analysis and application forms; and to make recommen-
dations that will result in maintenance of access to postsecondary education for low-
and middle-income students.

The Advisory Committee’s most recent focus results from the reauthorization of the
Higher Education Act of 1965. Due in large part to its contribution to the
reauthorization process, the Advisory Committee was asked by Congress to monitor
implementation of the Education Amendments of 1992, address unresolved issues of
reauthorization, and conduct a study of loan program simplification.

The Advisory Committee’s structure reflects the diversity of the contemporary
financial aid community. College presidents, financial aid administrators, educational
association executives, bank officers, guaranty agency executives, state higher
education officials, and students have served on the Committee. Members are
appointed by the leaders of the United States Senate, the House of Representatives,
and the Secretary of Education on the basis of technical expertise and knowledge of
student aid and educational policy. The eleven members serve in staggered terms of
three years. These members and Committee staff are listed in Appendix C.
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EXECUTIVE SUMMARY

The Advisory Committee on Student Financial Assistance has conducted a congressionally
mandated loan simplification study this year, which has included three hearings, one meeting,
and one symposium as primary activities to consider issues concerning simplification of the
Federal Family Education Loan Program (FFELP). In addition, Senator Claiborne Pell, in a
letter dated March 3, 1993, requested that the Committee expand its study to include an
examination of direct lending. Federal budget constraints may result in the FFELP being
converied into a direct lending program in which educational institutions originate loans.
Senator Pell specifically requested that the Committee examine how direct loans might be
incorporated into the overall Title IV delivery system.

As a result of Committee analysis resulting from hours of testimony from leaders in financial
aid and student lending, the Advisory Committee has gathered compelling evidence that the
current program structure and operations are needlessly complex and require major reform.
Complexity in the FFELP results from multiple, overlapping loan programs with conflicting
terms and conditions. Nonstandard policies, procedures, forms, and processes also plague
the program, in addition to burdensome legislative and regulatory requirements. The
thousands of parties in the process who are not linked by an adequate data or network
infrastructure contribute to the complexity. The result is unacceptable confusion and
inefficiency for students and institutions.

In light of the current debate between proponents of direct lending and FFELP and the
ongoi.g policy debate, the Advisory Committee felt strongly that an interim report to
Congress and the Secretary should be generated to communicate its recommendations. The
Advisory Committee is making recommendations for both the FFEL and direct lending
programs in order to ensure a streamlined, simplified system of delivering student loan funds
through either program.

The Advisory Committee recommends a radical restructuring of the FFELP through
consolidation of participants, creation of a single loan program with standard terms and
conditions, and integration of the loan process into the existing Title IV delivery system.

To create an efficient, effective direct lending program, the new single loan program must be
implemented with standard terms and conditions and must be fully integrated into the Title
IV delivery system. This program must nct require any interface with the prior FFELP
beyond capture of default information and must remain a centralized, federal program with a
minimal number of participants outside the educational institutions.

The Committee will discuss final recommendations regarding student loan program
simplification on June 34, 1993, in Annapolis, Maryland, prior to submission of its final
report to Congress on July 23, 1993,
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INTRODUCTION

In the Higher Education Amendments of 1992, Congress directed the
Advisory Committee on Student Financial Assistance to conduct a study
of the Federal Family Education Loan Program and submit a final
report within one year. The statutory language mandating the study
may be found in Appendix A. In anticipation of the enactment of P.L.
102-325, signed by the President in the summer of 1992, the Advisory
Committee initiated its study activities in the spring.

Specifically, the Advisory Committee was charged with an examination
of:

the paperwork burden experienced by financial aid
officers within the current structure of the loan program;
simplification and standardization of forms, procedures,
and all other aspects of guaranty operations for the
purpose of data exchanges with the Department of
Education, its proposed National Student Loan Data
Base, and other agencies;

simplification of the bank repayment process to minimize
borrower confusion; and

efficient utilization of loan programs to minimize
multiple program borrowing in postsecondary education.

In addition, Congress required the Advisory Committee to focus on the
effects on students and institutions of current sources of complexity and
potential recommendations to simplify the program. The Committee
approved a study plan in August 1992 that encompassed a number of
activities intended to address these specific issues while facilitating
community involvement. As part of the "discovery phase” of the
study, the Advisory Committee conducted three hearings during the fall
of 1992, The Committee received thousands of pages and dozens of
hours of testimony from students, financial aid administrators,
association representatives, guarantors, lenders, servicers, and
secondary market spokespersons. Each was asked to identify sources
of complexity in the existing loan process. -

This report presents the Advisory Committee’s interim
recommendations to the Congress and the Secretary. These identify
actions that are required to ensure that either the current FFELP or a
new direct lending program meet the needs of both students and -
institutions.
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PRELIMINARY FINDINGS

As a result of staff analysis and information presented at the hearings,
the Advisory Committee identified six primary sources of complexity.

L] Multiple, overlapping loan programs exist, none of
which have sufficient annual limits to discourage multiple
program borrowing.

Terms and conditions conflict among the loan programs.
The programs operate under burdensome legislative and
regulatory requirements, most of which have been
created to control program costs and default rates.
Lender and guarantor policies are inconsistent.

Loan processes and forms are not standard.

The existing data and network infrastructure is
insufficient.

Each of these became the focus of intensive investigation in the second
phase of the study. The Committee saw compelling evidence of serious
flaws in the current student loan programs. It became evident that
nothing short of serious structural reform, especially in program
delivery, would simplify and streamline the functioning of the FFELP.

Committee Solicitation

Using these preliminary findings as general guidelines, the Advisory
Committee sent a solicitation in February 1993 to over 350 institutions,
associations, guaranty agencies, secondary markets, lenders, and loan
servicing organizations asking for their recommendations of strategies
to address sources of complexity. The community submitted thirty-five
proposals. Analysis of the proposals focused on identifying the most
promising and feasible recommendations for program reform.

Senator Pell’s Request
A new component was introduced to the study as a result of a letter
dated March 3, 1993, from Senator Claiborne Pell to Advisory

Committee Chairperson Lynn Bums requesting an expansion of the
study. A copy of Senator Pells letter is found in Appendix B.

3
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Specifically, Senator Pell requested that, in light of renewed interest by
Congress and the White House about a direct loan program, the
Advisory Committee examine both a simplified student loan

program and direct lending. He also requested that the Advisory
Committee give:

serious consideration to the feasibility of simplifying the
manner in which both the current loan program and a
direct loan program might be delivered. Because of
changes made in the Pell Grant delivery system, I am
especially interested in knowing if you believe either the
cufrent program or a direct loan program, or both, might
use the Pell Grant system, as well as how it might be
modified to accommodate use as a delivery mechanism
for student loans. Is it, for example, possible to have
one federal form, one processor, and one data base for
all Title IV student aid programs?

As a result of the information obtained through its hearings and other
sources, it became clear to the Committee that in order for the existing
program to compare favorably with the delivery component of direct
lending, radical changes would need to be implemented. Minor
“tinkering® would not adequately streamline or simplify the FFELP.

Federal Budget Debate

The passage of President Clinton's budget package in the House of
Representatives on March 18, 1993, and its subsequent passage by the
Senate, created considerable uncertainty about the future of the existing
program structure. The budget legislation, which requires a savings of
over $4.0 billion over five years, seems to mandate the implementation
of a full-scale direct lending program by 1997 to achieve savings for a
national service program requested by the President. Opponents of the
President’s direct lending plan have suggested a number of proposals
intended to reduce program costs in order to maintain the lender-based
student loan program. However, such proposals could significantly
alter the current structure by eliminatine the administrative cost
allowance to guaranty agencies, reducing reinsurance payments to
lenders and guarantors, increasing reinsurance fees, and reducing
special allowance rates. These actions would significantly reduce the
number of guarantors, lenders, and secondary markets participating in
the program.
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As a response to the congressional timetables for the budget (May 14
for the House of Representatives and June 18 for the Senate), the
Advisory Committee is issuing an interim report to provide support and
information to Congress and the Secretary.

Dual Approach

The Committee has chosen to broaden its approach to the study to
encompass the simplification of both the current loan programs and
direct lending. Essential reform elements must be addressed if the
Federal Family Education Loan Program is to continue. Similarly, if
Congress is to avoid creating a costly, complex direct lending program
and the associated increase in program implementation risks, it must
address the issues raised by the study regarding the design of the
program and its delivery mechanism.
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RECOMMENDATIONS

Analysis of the tesumony and proposals submitted to the Advisory
Committee over the initial seven months of the study led to the
identification of six program-wide imperatives for an efficient loan
program. These constitute the primary findings of the study. The
imperatives shaped the Advisory Committee’s specific recommendations
for both the FFELP and a direct lending program.

+ Program-wide Imperatives

There must-be one student loan program with a single set of terms and
conditions from which a majority of students can receive funding. The
subsidized Stafford, unsubsidized Stafford, SLS, PLUS, and Perkins

* must be merged into a single program. The unified program’s loan

limits should combine the existing programs" limits, so that the

individual's borrowing capacity is unaltered. In addition, all new loans
must be issued with the same variable interest rate, and terms and
conditions.

Implemenzation of single source borrowing is essential. This means
that all of a borrower's loans must be guaranteed, originated, serviced,
and held by one entity respectively. When possible, all of an
institution's student loans should be guaranteed, originated, and
serviced by a limited number of entities. This is the only approach that
can improve and streamline processing, repayment, and communication

among participants.

All borrowers must be offered the option of refinancing previous loans
to obtain a single variable interest rate and merged deferment terms.
This would assist in administrative consolidation, thus significantly
decreasing administrative burden for all participants. Furthermore, it
would substantially decrease federal expenditures for in-school
subsidies, which are currently the most expensive component of the
Federal Family Education Loan Program.

A broader range of repayment options must be made available at the
request of the borrower. Borrowers must be given the option of
graduated and income-contingent repayment schedules as well as other
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alternatives to facilitate repayment, such as expanded repayment periods
for borrowers with higher balance loans.

The loan program must be fully integrated into the existing Title IV
delivery system, utilizing the FAFSA as the application instrumens.
Experience has shown that any program relying on a separate delivery
system will lead to multiple forms, processes, and regulations. Seven
million students will complete the FAFSA this year, offering a logical
opportunity 1o use this federal forin in the loan application process.
The Pell Grant component of the Title [V delivery system, which
currently delivers almost $6.5 billion to 4.3 million students, also
presents an effective method of fund disbursement. Incorporating the
loan delivery system with Title IV delivery would minimize institutional
confusion and burden. This would also address the issue of
administrative capability, since no new delivery system would be
required. Promissory notes are already required in the existing loan
programs, and collection thereof would not increase the burden on
institutions.

implementation of a Title IV data base -with sufficient monitoring and
delivery capability is necessary to support an efficient and simplified
loan program. However, this dats base is not synonymous with the
historical National Student Loan Data Base (NSLDB), the need for
which is minimized if all new loans are issued at the same variable
interest rate regardless of borrower loan history. As a result, efforts
should be focused on creating 2 more centralized Title IV data system
that is housed within the Central Processing System (CPS) and

interfaces with the first phase of the NSLDB where necessary.

Recommendations for the FFELP

Using the identified program-wide imperatives as a guide, the
Committee is making the following recommendations for changes in the
existing FFELP program as summarized in Exhibit 1.

Create a new single FFELP loan program with subsidized and
unsubsidized components, and with a single, variable interest rate and
standard set of terms and conditions, Congress should merge the
Stafford, SLS, PLUS, and Perkins loan programs, and create a unified
loan program with a subsidized component for students and an
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EXHIBIT 1

Recommendations for the Current FFELP

Create a new single FFELP loan program with subsidized and
unsubsidized components and a single variable interest rate and
a standard set of terms and conditions.

Reduce the number of lenders, guarantors, and secondary
markets participating in the new program and require the
remaining participants to demonstrase essential administrative
capabilities and provide critical services.

Require that all loans originated under the new program carry
the same standardized terms and conditions, including a single
variable interest rate, withowt regard to the borvowers' previous
loans under Part B and E.

Integrate the new program's delivery into an enhanced Title 1V
delivery system which utilizes the Free Application for Federal
Student Aid (FAFSA) as its application documens.

Implement a single source borrowing rule for all students.

As a condition of participation, require all lenders to allow
borrowers to refinance prior loans so that the terms and
conditions, including inserest rates are consistent with the new
program.

Establish graduated, income-contingent and extended repayment
options, and require lenders to offer them to all borrowers. In
addition, make expanded repayment mechanisms available to the
Departmens of Educaion to assist in collections.
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unsubsidized component for both students and parents. All new loans
should be originated with the same variable interest rate and
standardized terms and conditions. Loan Limits should be combined
under the current FFELP and Perkins programs.

Rationale: The multiple and overlapping loan programs
authorized under Parts B and E of the Higher Education Act, as
amended, are a major cause of complexity. Congress will
achieve simplification by combining the programs into a single
program that incorporates the same variable interest rate for all
loans and standardizes other terms and conditions, such as
deferment and repayment options. This change will result in
much simpler application and renayment processes. For
cxample, borrowers would complete only one application per
academic year rather than potentially several applications.
Further, they would benefit from automatic administrative
consolidation~-which rarely occurs under the current system--and
they would not have to dea! with the often incomprehensible
variation in terms and conditions that exist today. The
associated reduction in administrative burden on institution in
terms of processing and counseling are obvious.

Consistency in the guarantee fees is also critical. According to
testimony provided by several guaranty agencies, differences in
these fees across guaranty agencies reflect its use as a marketing
tool, rather than as a mechanism for addressing risk in the
programs. A standard, set fee may decrease the dependency of
some agencies on administrative cost aljowance. Differences in
fees also suggest unequal treatment of student borrowers.

Reduce the number of lenders, guarantors, and secondary markets
participating in the new program and require the remaining
participants to demonstrate es ntial administrative capabilities and
provide certain critical services. To ensure simplification, Congress
should use the need to reduce federal expenditures to minimize the
number of loan program participants in a systematic manner. Proposals
advanced by lenders, guarantors, and secondary markets to reduce
administrative cost allowance and reinsurance rates, require immediate
subrogation of defaulted loans, reduce special allowance rates and
insurance payments from guaranty agencies, allow borrowers to
refinance existing loans to a variable rate, and impose a single holder
provision for all of a borrower's loans would inevitably have these
consequences.
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Further, the requirements for eligible participants should be revised to
improve the overall performance of the system. At a minimum,
eligible participants should have the capability: to perform electronic
funds transfer: to offer refirancing of existing loans; to implement
standard forms and processes (including minimum loan amounts, school
reporting requirements, frequency of borrower contact, deferment
documentation requirements, loan certification rules, and claim
review/claim purchase policies); and the capability to provide loan
consolidation and income-contingent, graduated and other alternative
repayment schedules. In addition, any guaranty agency that wishes to
participate in the program must agree to accept transfers of guarantees
from agencies which become insolvent.

Rationale: The sheer number of participants in the loan
program represented by thousands of lenders, over 40 guaranty
agencies, and numerous secondary markets has resulted in
considerable expense to the federal govemment. It has also
proven to be a significant barrier to simplification. For
example, institutions, students, and their families must contend
with forms, policies, and procedures that are unique to
individual lenders, guaranty agencies and secondary markets.

Require that all loans originated under the new program carry the
same standardized terms and conditions, including a single variable
interest rate, without regard to the borrower’s previous loans under
Parts B and E. This would eliminate the requirement that borrower
interest rates must be based on prior loans. A single vanable interest
rate would replace the existing rates. The same would hold true for
other terms, such as deferment and repayment options.

Rationale: The current statutory requirement that all loans of a
borrower be held at the interest rate of his or her first loan was
originally designed to benefit the student. However, it ceased to
be an advantage several years ago when interest rates began
declining and borrowers found themselves obtaining loans at
noncompetitive rates in comparison to new borrowers. In
addition, implementation of this proposal would obviate the need
for institutions, lenders, or guaranty agencies to research
borrowers’ loan histories, thus also decreasing the need for a
historical data base. All borrowers, regardless of their prior
borrowing, will be able to obtain an interest rate on all new
loans at a rate (in most cases) significantly less than their fixed
rate loans. As a result, the federal govemment will save a

19
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considerable amount of money for payment on in-school subsidies and
on administrative support for a national Joan data base.

Integrate the new program’s delivery into an eahanced Title IV
delivery system whick utilizes the Free Application for Federal Student
Aid (FAFSA) as its application document. This year over seven
million students in 42 states will rely on the FAFSA alone to deliver
their federal, state, and institutional aid. While there would still be a
need to generate a separate promissory note, combining the student loan
application process into the FAFSA process is the final step in

" integrating all federal and state financial aid programs into a unified

system with a single application.

Rationale: The existing Title IV delivery system functions very
efficiently, with over 5,000 institutions currently submitting and
receiving data through the Department of Education's Central
Processing System (CPS). Enhancements required to add loan
information to the existing system would be minimal. The
utilization of this system would facilitate the processing of
applications and the delivery of funds as wel} as significantly
reduce the paperwork burden associated with the FFELP. In
addition, implementation would assure that applicants are
considered for all forms of aid for which they may be qualified.
Both students and institutions would benefit as a result.

Implement a single source borrowing rule for students. All of a
borrower’s loans must be guaranteed by one agency, originated by one

lending institution, and held by one secondary market or lender under
the new program. This would be an expansion of the language found
in the Higher Education Amendments of 1992 which encourages, but
does not require such a practics. To participate in the program,
lenders would not be able to use different servicers for any individual's
loan portfolio. In addition, lenders and loan servicers would have to
provide a single repayment schedule for all loans of a given borrower
and require a single minimum monthly payment to cover all of the
borrower’s loans. If a borrower wishes to establish a relationship with
a new lender or guarantor, all existing loans must be refinanced or
transferred to tlie new lender or agency at the request of the borrower.
Wherever possible, all of an institution’s loans should be originated,
guaranteed, and serviced by a limited number of eatities,
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Ratlonale: Single source borrowing addresses a series of
problems that exist in the current FFELP program. For
example, borrowers are frequently unable to identify the holders
of their loans because there may be more than one and loans are
often sold by holders to other holders. This prevents borrowers
and institutions from successfully communicating with holders
about matters that range from change of address to problems
associated with deferments and repayments. If single source
borrowing is adopted, borrowers and institutions would be able
to identify holders easily. This would mean that a single request
for information or submission of demographic or enroliment
changes to a guaranty agency or lender would be all that is
necessary to update a borrower’s file. Students would have to
communicate with only one holder about questions and problems
and to repay only one entity through a single repayment
schedule. This would also minimize the number of entities with
which institutions must interact.

As a condition of participation, require all lenders to allow borrowers
to refinance prior loans so that the terms and conditions, including
interest rates, are consistent with the new program. The proposal
facilitates consolidation and would result in a significant reduction in
federal interest subsidy expenditures.

Rationale: Implementation of the recommendations would
benefit both borrowers and taxpayers. For example, repayment
terms would be much more competitive for many borrowers,
positively affecting the repayment for some whe may have
otherwise defaulted. Administrative consolidation would be
more widely used because loans could be easily combined into
one repayment schedule. Federal expenditures on in-school
interest subsidies would also be significantly reduced if existing
loans were refinanced at a lower variable rate rather than at the
fixed rates. It should also be noted that some secondary
markets may be required to reissue taxable bonds which were
initially issued on a nontaxable basis because interest rates on
the loans in their portfolio was a condition of their original bond
issue.
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Establish graduated, income-contingent and extended repayment
options, and require lenders to offer them to all borrowers. In
addition, make expanded repayment mechanisms available to the
Departmens of Education to assist in collections. Flexible repayment
options are the key to relieving the burdens of repayment that
borrowers often experience. The proposal should also reduce the
incidence of default.

Rationale: With the increase in loan limits brought about by
reauthorization, some borrowers may find a ten-year fixed
repayment schedule yields an unmanageable monthly payment.
Consolidation under current program rules, especially if funds
have been borrowed from only one program, is too costly an
alternative to obtain a longer repayment period. In addition, the
borrower’s first employment opportunity once out of school may
be a low paying position that does not provide enough money to
support and repay debts.

Recommendations for a Direct Loan Program

As with FFELP, there are a number of recommendations the
Committee is making for any direct lending program developed by
Congress. Exhibit 2 summarizes the Committee’s recommendations.

Create a single direct loan program with subsidized and unsubsidized
components, with a single, variable interest rate and standard set of
terms and conditions. All new loans should be originated under the
direct loan variable interest rate, terms and conditions. Congress
should abolish the Stafford, SLS, PLUS, and Perkins loan programs,
and create a single direct loan program with a subsidized component
for students and an unsubsidized component for students and parents.
All new loans should be originated with a variable interest rate and
terms and conditions. Direct loans should not depend on prior FFELP
borrowing.

Rationale: Creation of a single program will reduce both
confusion for borrowers and administrative burden for
institutions because direct lending abolishes the five overlapping
Part B and Part E loan programs. These programs contribute to
complexity as a result of different interest rates and nonstandard
terms and conditions, including deferment repayment options.

120
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EXHIBIT 2

Recommendations for a Direct Loan Program

Create a single direct loan program with subsidized and
unsubsidized components, with a single variable interest rate
and standard set of terms and conditions. All new loans should
be originated under the direct loan variable inserest rate and
terms and condirions.

Fully integraze direct lending into the existing Title IV
delivery system, with the FAFSA as the loan application.

Require that holders permit current FFELP borrowers to
refinance their FFELP loans under the same terms and
conditions, including the same variable interest rates,
as the direct loan program.

Enhance the existing Department of Education collection
contracts for servicing of direct loans.

Ensure that no interface between the direct loan program and
the FFELP is required beyond capture of default information.

Design direct lending delivery to permit direct interaction

berween institutions and the Deparmment of Education withows
numerous intermediaries. .
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Fully integrate direct lending into the existing Tule 1v delivery
system, with the FAFSA as the loan application. This would provide
a single structure for application processing, data management,
disbursement and reporting functions. Data required for all Title v
programs would be processed through the Central Processing System
(CPS) and directly delivered to institutions by the Department of
Education.

Ratlonale: The implementation of this recommendation would
create a single structure based on the current delivery system
(i.e., Central Processing System and Financial Management
System) for application processing, data management,
disbursement, and reporting functions. This structure would
capture, retain, and track relevant loan data, thereby eliminating
many of the administrative and processing steps required in the
current loan system. Paperwork burden would be reduced,
delivery of funds would be expedited and simplified, and
Teporting requirements would be streamlined. As was stated in
testimony before the Advisory Committee, originating a loan
utilizing the Title v delivery system should be *no more
difficult than disbursing a Pell Grant." In addition, the
Department would be able to monitor closely changes in fund
request patterns, thus potentially identifying problems at
institutions much more quickly than the existing system permits.
Such problems include fraud and abuse, which can go
undetected under the current system due to the absence of an
adequate, centralized data base.

Require that holders permit current FFELP borrowers to refinance
their loans under the same terms and conditions, including the same
variable interest rates, as the direct lpan program. Borrowers under
direct lending should have the option to consolidate their FFELP loans
through refinancing. FFELP holders must be required to honor the
borrowers' requests to refinance.

Rationale: Refinancing will allow all borrowers both to take
advantage of much lower interest rates on most outstanding
loans and to consolidate or group their loans automatically into a
single repayment schedule. The propotal would also
considerably reduce federal expenditures on in-school and
deferment subsidies.
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Enhance the existing Department of Education collection contracts for
servicing of direct loans. ED should issue a small number of contracts
to servicers that will collect direct loans. Their responsibilities shou'd
be expanded to include the capability to offer graduated and income-
contingent repayment schedules.

Rationale: In order to minimize the number of servicers with
which institutions must interact on behalf of their students, the
number of servicing contracts must be small. Expanded
repayment options will simplify and streamline the repayment
process. In addition, such options may assist in averting
default, especially for those individuals with high loan balances.

Ensure that no interface between the direct loan program and the
FFELP is required beyond capture of default information. Establish
borrower eligibility and other criteria to ensure the independence of the
direct lending program. Extensive interactions between the two
programs will unnecessarily complicate direct lending. The only
interface required should be the capture of default information.

Rationale: Requirements, such as dependency on borrower
loan history to originate new loans, would unnecessarily
complicate a system of direct lending. If no interface beyond
default information is required, there would be no need to
continue development of the NSLDB, or to continue processing
Financial Aid Transcript requests or Student Status Confirmation
Reports. The Central Processing System (CPS) alone would be
able to track defaults, as well as annual and cumulative loan
limits. The CPS could also monitor and update deferment
status. This would significantly decrease the paperwork burden
and administrative costs for institutions in addition to
simplifying loan counseling and awarding.

Design direct lending delivery to permit direct interaction between
institutions qnd the Department of Education withouwt numerous
intermediaries. The primary delivery process for direct loans should
link ED directly with institutions. Intermediaries, including alternate
originators, should be limited in number and function.
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Rationale: 1ne current programs are unnecessarily complicated
by numerous intermediaries. The more participants involved,
the greater the opportunity for multiple forms, policies, and
processes, as is seen in the current program. There is no reason
for multiple entities to be involved in the delivery of loan
proceeds, since this process can be adequately administered by
the institutions involved n the program. The addition of other
participants to the program will delay delivery, add to the
paperwork and reporting burden, and increase costs of program
operations.

Further Study Activities and Recommendations

The Committee has scheduled one additional hearing 1o be held

June 34, 1993, in Annapolis, Maryland, which will have as one of its
primary topics a further discussion of direct lending in order to
examine President Clinton’s proposal. A final report detailing the
Committee's full set of recommendations regarding loan simplification
will be submitted to Congress and the Secretary of Education in July
1993.
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APPENDIX A

() STUDENT LOAN PROGRAM SIMPLIFICATION. - (1) The Advisory Committee
shall conduct a thorough study of means of simplifying all aspects of the loan programs under
part B of this title. In carrying out the study, the Advisory Committee shall examine, at a
minimum-

(A) reduction of paperwork burdens experienced by finaicial aid administrators
resulting from the current structure of such loan programs;

(B) promotion of simplification and standardization of forms, procedures, and all
other aspects of guaranty agency operations for the purpose of facilitating data exchanges
with such agencies (including the National Student Loan Database) and facilitating
Department of Education oversight;

(C) simplification of the repayment process to minimize borrower confusion,
including encouragement of single holder ownership of all of an individual’s loans;

(D) encouragement of efficient utilization of loan programs to minimize multiple
program borrowing in postsecondary education; and

(E) other proposals which are designed to reduce the administrative burdens on,
and paperwork required of, students, educational institutions, guaranty agencies, lenders,
secondary markets, arid the Secretary submitted in response to a general solicitation by
the Advisory Committee.

(2) The Advisory Committee shall consult with the Committee on Education and Labor
of the House of Representatives and the Committee on Labor and Human Resources of the
Senate in carrying out the study required by this subsection. .

(3) The Advisory Committee shall, not later than 1 year after the date of enactment of
this Act, prepare and submit to the Committee on Education and Labor of the House of
Representatives and the Committee on Labor and Human Resources of the Senate a report on
the study required by this subsection. -

92-626 - 95 - 5
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HUMAN RESOURCES
WASHINGTON, DC 20510-8300

March 3, 1993

Ms. Lynn Burns, Chairperson

Advisory Committee on Student Financial
Asgistance

Room 4600, ROB-3

7th and D Streets, SW

Washington, D.C. 20202-7582

Dear Ms. Burns:

In view of the current discussion regarding a direct loan
program, I thought it might be helpful if the Advisory Committee
altered the study it has underway to simplify the Federal Family
Education Loan Program. In particular, I would hope that the
Committee, once it has identified the manner in which
simplification might best be accomplished in the current program,

could compare a simplified current loan program with a direct
loan program.

Also, I would appreciate your giving serious consideration
to the feasibility of simplifying the manner in which both the N
current loan program and a direct loan program might be
delivered. Because of the changes made in the Pell Grant
delivexy system, I am especially interested in knowing if you
believe either the current program or a direct loan program, or
both, might use the Pell Grant system, as well as how it might be
modified to accommodate use as a delivery mechanism for student
loans. 1Is it, for example, possible to have one federal form,

one processor, and one data base for all Title IV student aid
nroarsms?

r

I realize fully how this might add to the workload of the
Committee, but the matter is of such importance that I am very
hopeful the Committee will be able to accomplish such an

undertaking.
e ’lnce:zF;;”
-
ool b

Chalrman
Subcommittee on Education,
Arts and Humanities -

With warm regards,

23 *
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Advisory Comumittee oh Student Financial Assistance

August 1994

133

ERIC

PAFullToxt Provided by ERIC




129

TABLE OF CONTENTS

FOREWORD
EXECUTIVE SUMMARY

INTRODUCTION
SCOPE OF THE REPORT

FEDERAL DIRECT STUDENT LOAN PROGRAM
PROGRAM DESIGN AND IMPLEMENTATION ACTIVITIES
SYSTEMS DESIGN AND IMPLEMENTATION
ADMINISTRATIVE STRUCTURES AND PROCESSES

FEDERAL FAMILY EDUCATION LOAN PROGRAM

LIST OF EXHIBITS
EXHIBIT I
EXHIBIT 2

LIST OF APPENDICES

APPENDIX A
APPENDIX B

PAFullToxt Provided by ERIC




ERIC,

PAFullToxt Provided by ERIC

FOREWORD

Congress created the Advisory Commiltee on Student Financial Assistance
when it enacted- the Higher Education Amendments of 1986. The Advisory
Committee serves as an independent source of advice and counsel to the
Congress and the Secretary of Education on student aid policy. Congress
oniginally defined its purpose in statute: 1o provide extensive knowledge and

“understanding of Federal, state, and institutional programs of postsecondary

student assistance; to provide technical expertise with regard to systems of
need analysis and application forms; and to make recommendations that will

result in the maintenance of access to postsecondary education for low- and
middle-income students.

The Advisory Committee’s most recent focus comes from the changes made to
the Higher Education Act of 1965 as amended by the Higher Education
Amendments of 1992 and the Omnibus Budget Reconciliation Act of 1993,
Congress has asked the Advisory Committee to conduct an evaluation of the

Federal Direct Student Loan Program and the Federal Family Education Loan
Program.

The Advisory Commitlee's structure reflects the diversity of the contemporary
financial aid community. College presidents, financial aid administrators,
educational association executives, bank officers, guaranty agency executives,
state higher education officials, and students have served on the Advisory
Committee. Members are appointed by the leaders of the United States
Senate, the House of Representatives, and the Secretary of Education on the
basis of technical expertise and knowledge of student aid and educational
policy. The eleven members serve in staggered terms of three years.
Advisory Committee members and staff are listed in Appendix B.
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EXECUTIVE SUMMARY

Congress passed legislation during the last two years that has fundamentally altered the
student loan programs. Congress included provisions in the Higher Education Amendments
of 1992 to simplify and streamline the loan programs, expand repayment options, and
increase loan limits, among many others. More recently, the Omnibus Budget Reconciliation
Act (OBRA) of 1993 further modified the programs. OBRA created a phased-in Federal
Direct Student Loan Program (FDSLP), in which loan volume will increase from five
percent in academic year (AY) 1994-95 to at least sixty percent in AY 1998-99. OBRA also
- dramatically altered the financing of the Federal Family Education Loan Program (FFELP);
the bill phased in a series of changes that reduced loan interest rates and subsidy levels to
guarantors, lenders, and secondary markets and implemented risk-sharing with lenders and
cost-sharing with states.

House and Senate OBRA conferees directed the Advisory Committee on Student Financial
Assistance to advise the Secretary and the Congress on the operation of both the FDSLP and
the FFELP. The Advisory Committee’s primary charge is to monitor all aspects of the
implementation of the FDSLP and significant modification of the FFELP. The Advisory
Committee' . approack flows from its previous, congressionally mandated loan simplification
study that produced recommendations to reduce complexity in the FFELP and avoid
complexity in the FDSLP. Using the loan simplification study as a framework, the Advisory
Committee examined issue areas in both programs that corresponded to the timing of
program changes and milestones for AY 1993-94. As a result, this report addresses partial

implementation of the FDSLP and the preliminary or announcement effects of changes to the
FFELP.

The Department of Education successfully implemented numerous essential components of
the FDSLP in a timely manner and put into place significant modifications to the FFELP. In
spite of these achievements, important improvements are necsssary in both programs.

The Advisory Committee evaluated implementation of the FDSLP by examining the
Department's progress in three broad issue areas. The areas consisted of program design

and implementation activities, systems design and implementation, and administrative
structure and processes.

The Department had less than one year to undertake fundamental program design and
implementation activities to bring the FDSLP on-line for 1994-95 and plan for substantial
growth in the FDSLP volume and institutional participation in subsequent years. The
Department successfully initiated timely procurement of contracts, development of procedures
for originating direct loans, publication of regulations, and forms preparation. However, the
Advisory Committee believes that basic modifications to disbursement rules and certain terms
ar.d conditions are necessary to avoid causing complexity and administrative workload in the

vii
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FDSLP. The Advisory Committee recommends that the Department take necessary
legislative or regulatory steps to improve program design. The Department should:

[} Ensure that FDSLP disbursement rules coincide with the Pell Grant and Campus-
Based programs, and

Make terms and conditions berween the FFELP and the FDSLP identical by

establishing long-term solutions to certain defermens problems, such as those affecting
borrowers paricipating in medical residencies.

The Department's systems design and implementation activities allowed the FDSLP to start
up by July 1, 1994. The Depariment fulfilled the responsibility by developing software and
mainframe specifications, establishing processes vital to the operation of the FDSLP, and
designing the necessary interfaces between FDSLP data bases and existing data bases.
However, improvements are required in the system design, the FDSLP processing system,
dependence on the National Student Loan Data System (NSLDS), and software and
administrative procedures to avoid a long-term negative effect on the FDSLP. The Advisory
Committec believes that the Department, which no longer faces the original time constraints,
must make necessary improvements to the FDSLP. The Department shouid:

. Create a comprehensive FDSLP system design based on the latest technology that
addresses current shortcomings in FDSLP operations;

Make key changes to the current FDSLP processing system that assure program

integrity to prevent disbursements from multiple institutions and loans in excess of
statutory limits;

Reassess the FDSLP's dependence on the National Studert Loan Data System and

clarify a contingency plan in the ever that the system cannot perform the functions
originally aniicipated in a timely fashion, and

Modify the PC software and administrative procedures to minimize complexity and
workload for institutions;

The Department established critical administrative structures and processes to implement and
maintain the FDSLP. It handled management and staffing needs, conducted the timely
recruitment and sclection of appropriate institutions for the AY 1994-95 FDSLP cohort,
began the recruitment and selection process for the AY 1995-96 cohort, and addressed other
administrative functions. The Department put important administrative structures and
processes in place in a very short time. However, the Advisory Committee recommends that
the Department should modify training and communications to facilitate institutional
participation. In order to do so, the Department should:

. Improve the timing and the techniques used for institutional training, and

viii
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Improve communication berween the Department and institutions currently
participating in the FDSLP as well as institutions considering panticipation.

The Higher Education Amendments of 1992 and OBRA incorporated provisions to streamline
and simplify the FFELP in concert with phasing in the FDSLP. Despite concerns about
FFELDP stability during the implementation of the FDSLP, the program has remained healthy,
in part because of a significant growth in loan volume in fiscal year (FY) 1994. In addition,
other major changes to the program, such as decreased subsidy levels and expected volume
losses to the FDSLP, will not occur until July 1994 and July 1995, respectively.

The Department addressed the transformation of the FFELP implementing initiatives during
AY 1993-94 to avoid a possible collapse of the guaranty agency system. The initiatives
included oversight of the orderly mergers of certain guaranty agencies, formation of a
Transition Task Force and efforts by the Guarantor and Lender Oversight staff to ensure the
stability of the guaranty agency system and creation of a Transition Guaranty Agency to deal
with guaranty agency closures.

The Advisory Committee's examination of the FFELP during AY 1993-94 was limited by the
staggered implementation of program changes and by lack of access to Department data
about the guaranty agency system and lenders of last resort. Despite these constraints, the
Advisory Committee finds that the FFELP is stable, but believes that the Department must
make improvements in the areas of monitoring lender withdrawals and changes in lender
policies, ensuring lenders-of-last-resort, and reassessing the viability of the Narional Studens
Loan Data System. The Advisory Committee proposes the following recommendations for
improving the Department's oversight of the FFELP. The Department should:

. Develop a system to monitor lender withdrawals from the FFELP and changes
in FFELP lender policies that can affect access to loan capital;

Ensure that a lender-of-last-resort is available to all studerus; and

Reevaluate the planned FFELP dependence on the National Studens Loan Data
System to perform loan and delivery system functions, and develop a
consingency that employs existing options.

The Advisory Committee believes that implementation of these recommendations will ensure
the development of an effective FDSLP and a smooth transition in the FFELP. In addition,
the Department should take administrative steps to implement the Advisory Committee’s
recommendations to simply further the FFELP for students. Streamlining application
documents and processes, minimizing the number of guarantors and lenders, and
standardizing guarantor and lender policies should be considered instruments of program
simplification.
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INTRODUCTION

Congress has passed legislation during the last two years that has
fundamentally aitered the student loan programs. First, Congress
included provisions in the Higher Education Amendments of 1992 to
simplify and streamline the loan programs; the statute also authorized
the Direct Loan Demonstration Program. In addition, it made several
significant changes to the Federal Family Education Loan Program that
included: expanded repayment options; increased loan limits; fewer
deferment categories; an unsubsidiz=d loan program; and requirements
to standardize forms, processes, and procedures. More recently, the
Omnibus Budget Reconciliation Act of 1993 further modified the
programs. OBRA created a phased-in Federal Direct Student Loan
Program, in which loan volume will increase from five percent in
academic year 1994-95 to at least sixty percent in AY 1998-95. OBRA
also restructured the FFELP by integrating Federal Supplemental Loans
to Students (SLS) and the Federal Stafford Unsubsidized Loan Program

+and amending the lender-of-last-resort provisions. Perhaps most

importantly, OBRA dramatically altered the financing of the FFELP.
The bill phased in a series of changes that reduced loan interest rates
and subsidy levels to guarantors, lenders, and secondary markets, and
implemented risk-sharing with lenders and cost-sharing with states.

In addition, House and Senate OBRA conferees directed the Advisory
Comnmittee on Student Financial Assistance to advise the Secretary and
the Congress on the operation of both the FDSLP and the FFELP. The
Advisory Committee's primary charge is to monitor all aspects of the
implementation of the FDSLP and modification of the FFELP. The
Advisory Committee is required 1o report its cbservations annually over
three years beginning in 1994 and make recommendations on the
advisability of fully implementing the FDSLP in a final report due no
later than January 1, 1997,

The Advisory Committee's evaluation is linked to its previous,
congressionally mandated loan simplification study that produced
recommendations to reduce complexity in the FFELP and avoid
complexity in the FDSLP. The results of the loan simplification study
appear in the 1993 publication, Report on Student Loan Program
Simplification. Congress incorporated a number of the
recommendations into OBRA. Furthermore, the study established a
framework for the Advisory Committee to assess the FDSLP and the
FFELP based on principles that promote: streamlined application
processes, decreased institutional and student burden, reduced number
of loan programs, reduced number of parties with which students must

14y
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interact, standardized processes for obtaining and repaying loans, and
integration of student loans into the Title IV delivery and tracking
system.

SCOPE OF THE REPORT

This report reflects the Advisory Committee's observations for the 11
months since the passage of OBRA. During this period, the
Department of Education put into place essential administrative
components of the FDSLP and implemented changes to the FFELP.
However, the full effects of OBRA will not be observed for some time
for a number of reasons. First, as Exhibit 1 shows, the FDSLP is
phased-in over a period of several years. Second, as Exhibit 1 also
illustrates, the modifications to the FFELP occur in stages; some of the
most important changes, which will have significant impact on the
programs, do not occur until july 1, 1994 and July 1, 1995. The
timing of these program changes and milestones delays effects and
prevents direct comparisons about relative effectiveness and costs in the
near term between the FDSLP and the FFELP. Third, increased loan
limits enacted under the Higher Education Amendments of 1992 are an
important mitigating factor. The new loan limits produced a significant
increase in FFELP loan volume in FY 1994, which has resuited in
some delay in the impacts of OBRA on the FFELP participants,
particularly guaranty agencies, perhaps until AY 1995-96.

This combination of factors limits the scope of the first-year evaluation
and this report. Nonetheless, the Advisory Committee was able to
examine important processes related to preliminary implementation of
direct lending and the anticipatory or announcement effects of the
changes to the FFELP that will occur in AY 1994-95.
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FEDERAL DIRECT STUDENT LOAN PROGRAM

Congress transformed the relatively small Direct Loan Demonstration
Program into a major program with the enactment of OBRA on
August 10, 1993, It presented the Department with the challenge of an
11-month implementation schedule in order to begin making loans on
July 1, 1994 at 104 institutions that account for approximately five
percent of the FFELP's FY 1991 loan volume. The Department also
faced the task of establishing the FDSLP to accommodate sharp
increases in loan volume beginning at five percent and rising to at least
60 percent over a four-year period from AY 1994-95 to AY 1998-99.

The Advisory Committee evaluated implementation of the FDSLP by
examining the Department’s progress in three broad issue areas. The
areas consisted of program design and implementation activities,
systems design and implementation, and administrative structure and
. processes. The following narrative describes the Advisory Committee's
observations and recommendations.

PROGRAM DESIGN AND IMPLEMENTATION ACTIVITIES

The Department had less than one year to create a program design and
initiate basic implementation activities that could bring the FDSLP on-
line for AY 1994-95 and that could accommodate substantial growth in
the EDSLP volume and institutional participation in subsequent years.
The Department successfully initiated essential program design and
implementation activities critical to the success of the FDSLP,

including:
. Completion of a master calendar;
L4 Procurement on schedule of important contracts, such as

software development, loan servicing, payment management and
funds delivery, training, and evaluation;

. Development of procedures for originating, servicing, and
collecting direct loans;

L] Publication of all regulations goveming the program for AY
1994-95 and certain regulations for 1995-96;

L4 Participation in negotiated rulemaking to develop regulations for
AY 1995-96 and beyond;

® Establishment of the Free Application for Federal Student Aid
(FAFSA) as the FDSLP application; and

® Production of promissory notes, deferment forms, and
applications for loan consolidation on time for the July 1, 1994
implementation date.

Lag
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ritical to starting the FDSLp on schedule and
maimaining it once it becomes operational, The Department's success

demonstrates its capacity to implement essential components of the
FDSLP,

However, the Advisory Committee believes that basic modifications to
disbursemens ryles and certain rerms gng conditions are necessary to
avoid complex i inistrative workload in the FDSLP
which may require statutory changes. These issues should be addressed
before AY 1995.9¢ when loan volume could rise to 40 percent and the
number of participating schools could reach between 1,000 and 2,000,

The Departmeny has interpreted OBRA fo require thas Fpsi p use
cenain FEELP disbursemeny rules thas are likely 10 produce
administrative complexity for institutions, First, the regulations require °
multiple disbursements for periods as sh i
semester.

OBRA containg inconsistenci
disbu i i

requirements of the FFELP, which will prove burdensome for FDSLP
institutions without improving program integrity,

The Departmen; also has interpreted OBRA 1 require the use of terms
‘and conditions of the FDSLp program that are
with the FFEL P Jor borr,
statute specifies that the $ terms and conditions are to
ELP. However, the Department hag
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applications for the AY 1995-96 in response. The Department has
addressed the issue for AY 1995-96 through a consolidation option.
Although, at least one medical school has reconsidered its participation,
the medical school community views the approach as an incomplete,
short-term remedy.

. The Advisory Committee recommends that the Department take

necessary legislative or regulatory steps in the area of program design
and implementation activities to:

° Ensure that FDSLP disbursemens rules coincide with the Pell
Grant and Campus-Based programs.

° Make terms and conditions between the FFELP and the FDSLP
idensical by establishing long-term solutions to certain deferment
problems, such as those affecting borrowers participating in
medical residencies.

SYSTEMS DESIGN AND IMPLEMENTATION

The Department designed and implemented systems that allowed the

- FDSLP to start up by July 1, 1994. The Department fulfilled the

responsibility by:

. Developing and delivering on time software and mainframe
specifications based on its EDExpress software package;

° Establishing processes vital to the operation of FDSLP, such as
institutional draw-downs and distribution of funds through the
Department's Payment Management System (EDPMS) and
alternate disbursement; and

Designing interfaces for the FDSLP data bases with existing
data bases, such as the Central Processing System (CPS) and
using the General Electronic Support (GES) system to transmit
information.

The Department produced workable software, processes, and systems
within a compressed time-frame. It also responded to a range of
concerns about shortcomings in the software that were identified by the
Advisory Committee and institutions.

Nonetheless, improvements are required in the system design, FDSLP
processing system, dependence on the National Student Loan Data
System, and software and administrative procedures to avoid long-term
negative effects on the FDSLP. The Advisory Commitiee believes that
the Department, which no longer faces the original time constraints for
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starting up the FDSLP, must initiate systems and software changes to
design improvements.

The software and systems lack a comprehensive system design. The
Department has developed software and systems based on the original
Federal Direct Loan Demonstration Program without an ongoing design
assessment to accommodate the change to a large-scale FDSLP. The
absence of a comprehensive design has produced two sets of problems.
First, the current system relies on relatively outJated and unnecessarily
time-consuming technology, such as batch processing rather than on-
line communication. Second, operational shortcomings have emerged,
which are represented by other issues in systems design and
implementation described in this section.

The FDSLP processing system, similar to other Title IV systems, permits
disbursements to a borrower from more than one institution and allows
certain students to receive loans in excess of stasutory loan limits.
Disbursements to a borrower from multiple institutions occur because
of delays in the loan servicing system, caused by the Departrent’s
procedura: and technological approaches. Specifically, burdensome
procedures for updating information after transmitting borrower records
to the loan servicing system have created a disincentive for institutions
to book loans (i.e., transmit origination, promissory note and
disburseinent data to the servicer) promptly. As a result, many
institutions will delay transmission of loan data to the servicer until
after disbursement, potentially permitting students to receive loans at
multiple institutions. The system also uses batch processing rather than
real-time, on-line processing, which delays communication with
institutions.

Certain borrowers can receive loans in excess of Ioan limits because the
software and loan servicing system do not capture critical data elements
or conduct important edits. For example, the institutional FDSLP
software and the loan servicing system do not have data fields for
cumulative debt, and thus cannot flag borrowers who have reached
aggregate maximum loan levels. The National Student Loan Data
System was to track loan limits, but NSLDS is not yet operational. In
addition, the Department did not design the loan servicing system to
capture dependency status, 2 criterion for determining borrower annual
loan limits. The Department has linked the loan servicing system to
the Central Processing System, which contains dependency status data;
however, the loan servicing system apparently does not contain an edit
for dependency status to ensure that dependent students, eligible for
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lower amounts than independent students, do not re. ive loans in
excess of statutory limits.

The Depariment cannot depend in the near-term on the National Student
Loan Data System 10 track aggregate loan limits or other functions for
the FDSLP. The Department had planned to use NSLDS under the
assumption it would be fully operational by start-up of the FDSLP.
However, NSLDS, originally scheduled to be operatioral by July 1,
1993, has been subject to a series of delays that prevented the system
from coming on-line by July 1, 1994, the FDSLP implementation date.
Although a fall 1994 start up now is anticipated, the massive task of
populating the data base with the guaranty agency records needed to
track aggregate loan limits is scheduled to take place throughout the fall
and winter of 1994, Additional delays are possible because the
Department is reexamining the role and functions of NSLDS and how it
fits with other Title IV systems. Furthermore, the link between
institutions and NSLDS to permit submission of Student Status
Confirmation Reports will be phased in at institutions over a period of
years. As a result, the Department has initiated an alternate mechanism
for collecting enroliment data through the FDSLP servicer.

The PC software and associated administrative procedures designed by
the Department produce complexity and increased workload for
institutions using the FDSLP PC software. Institusions using mainframe
computers have not experienced these problems. For example, the
EDSLP PC software is loan-specific rather than borrower-specific. It
requires institutions to key and rekey a significant amount of
information on all borrower records and to create separate joan records
to certify subsidized and unsubsidized loans. In addition, institutions
must engage in a time-consuming manual process to transmit and
receive data that involves downloading and uploading information to
and from EDExpress and expEDIte, the Department's communications
software package. Further, the Department has provided software
designed primarily for IBM-compatible hardware; institutions with
Maclntosh computer hardware are required to correct the software
resulting in extra processing time and steps for these institutions.
However, the Department has announced plans to implement the
necessary improvements.

The Advisory Committee has developed four systems design and
implementation recommendations. The Department should:
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Create a comprehensive system design based on the lates
technology that addresses currens sheoricomings in FDSLP operations,
Make key changes 1o the current FDSL® Prizessing system that
assure program integrity to arevert disburscmenss from multiple
institutions and overawards.

Reassess the FDSLP's dependence on the National Student Loan
Data Sysiem and clarify a contingency plan in the evens thas the
System cannot perform the functions originally anticipated in g
timely fashion,

Modify the PC software and adminisirative procedures to
minimize complexity and workload for institutions.

ADMINISTRATIVE STRUCTURES AND PROCESSES

The Department successfully estadlished critical administrative
structures and processes to implement and maintain the FDSLP. [ts
activities in this area included:

Handling management and staffing needs;

Conducting the timely recruitment and selection of appropriate
institutions for the AY 1994-95 FDSLP cohort;

Beginning the recruitment and selection process for the AY
1995-96 institutional cohort;

Promptly issuing task orders for training in AY 199495 and AY
1995-96; and

Providing certain communications and customer services.

The Department addressed management and staffing needs by
assembling a management team, known as the Direct Loan Task Force,
to lead implementation of the FDSLP, It also arranged to hire

consultants and permanent staff to assist with interal program
operations.

The Department selected the first cohort of institutions by

November 15, 1993, choosing 104 institutions from over 1,100
institutional applicants. The first cohort meets OBRA's target of five
percent of FY 1991 FFELP volume (approximately $730 million).
Large public institutions provided the anticipated majority of the AY
1994-95 volume. Eighteen public institutions represent an estimated 67
percent of the volume.

The Department also moved quickly to select the second cohort which
will begin lending in AY 1995 i by designating eligible institutions
that applied, but were nc . =elecrd, for the first cohort and by accepting
additional applications o . rolling basis. To date, 1,174 institutions
have buen named for the .. .ond cohort, representing a reportad total
loan volume of more than 30 percent of FY 1991 FFELP's volume.
The AY 1995-96 target is 40 percent.
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The Department was prompt in issuing task orders to produce a training
program for the first cohort on program specifications and software
operation. The tight implementation schedule for the FDSLP affected
the development of the workshops, which began in January 1994.
Training had to be divided into two modules requiring institutions to
attend two sets of workshops since cash management procedures and
software were not ready until April 1994,

The Department recognized the importance of communications with
institutions by initiating a customer service and technical support
system that included making the Direct Loan Task Force highly visible
and accessible. As a service to institutions, the Department also
developed loan counseling brochures and videos.

The Department effectively put important administrative structures and
processes in place in a very short period. However, the Advisory
Committee finds that improvements are needed in fraining and
communications to facilitate institutional participation.

The Department conducted FDSLP training late in the AY 1994-95
award cycle and employed limited training techniques. The Department
scheduled training workshops for AY 1994-95 to extend from January
to April 1994, thus providing important information too late for
institutions that began packaging early in the calendar year. The
Department has responded to fecdback from institutions and will begin
initial training of the new institutioas in July 1994. However, the
Department pians to maintain the original January through April
schedule for up-date training.

The Department relied on printed materials distributed to trainees at the
workshops from which instructors very often read aloud. Although the
workshops provided hands-on training for the software, these sessions
were often too rushed for trainees to acquire the experience they '
needed. The challenge of providing meaningful training for AY 1995-
96 is considerably greater because the Department will be bringing as
many as 2,000 institutions into the FDSLP.

The Department's ability to communicate effectively abows the FDSLP
has not been consistent, creating difficulties for both FDSLP institutions
and institutions considering panicipation. The Department had
established an electronic bulletin board to network FDSLP institutions
with the Department. The project suffered from contract problems,
became inoperable soon after being brought on-line, and could not
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provide the commurication services expected in advance of AY 1994.
95 implementation. The Department apparently did not have an
adequate backup plan for disseminating information when the electronic
bulletin board did not function. However, the Department subsequenty
produced a series of periodic bulletins for institutions and recently

made the electronic bulletin board operational.

Institutions considering participation in the FDSLP also had trouble
obtaining information. The Department did not provide regular
mailinge about the program and did not share technical materials.
Institutions could request training manuals from the Department’s
Public Inquiry Contractor (PIC); however, the Department did not
inform schools of this availability. Although the Department is
working on the problems, continued inability to provide information
about the FDSLP quickly and easily could reduce institutional interest

in the program.

‘The Advisory Committee proposes two recommendations for
administrative structure and processes:

L4 Improve the timing and the techniques used for institutional
training,

L Improve communication between the Department and institutions
currently participating in the FDSLP as well as institutions
considering participation.

A compilation of the Advisory Committee's recommendations for the
FDSLP appears in Appendix A.
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FEDERAL FAMILY EDUCATION LOAN PROGRAM

The Higher Education Amendments of 1992 and the Omnibus Budget
Reconciliation Act of 1993 incorporated provisions to streamline and
simplify the Federal Family Education Loan Program and to achicve
significant cost savings. The streamlining and simplification provisions
consisted of requiring a ¢'mmon FFELP application and revising the
FFELP's financing structure over time to encourage a reduction in the
number of lenders and a consolidation of guaranty agencies.

Despite concerns about the stability of the FFELP through the FDSLP
implementation, the program has remained healthy. In FY 1994, the
FFELP experienced a significant growth in loan volume as a result of
expanded loan limits enacted by the Higher Education Amendments of
1992, as Exhibit 2 indicates. The substantial increase in loan volume
has had the effect of reducing the impacts of OBRA’s modifications to
the FEELP's financing structure that, for 1993-94, included: multiple
disbursements of PLUS loans; lender payment of a .5 percent lender
origination fee; payment of a monthly fee to the Department by Federal
Consolidation Loan holders, based on the volume of their portfolios of
these loans; and claim payments to lenders of 98 percent.

The effects anticipated from the statutory provisions also have been
minimal not only as a result of increased loan volume, but also becausc
other major changes io the program, such as decreased subsidies and
expected additional volume losses to the FDSLP, will not occur until
July 1994 and July 1995.

The Department addressed the transformation of the FFELP by
implementing the following initiatives during AY 1993-94 to avoid a
possible collapse of the guaranty agency system:

° Oversight of the orderly mergers process of certain guaranty
agencies;

° Formation of a Transition Task Force and efforts by the
Guarantor and Lender Gversight staff to ensure the stability of
the guaranty agency system; and
Creation of a Transition Guaranty Agency to deal with guaranty
agency closures.

The Department oversaw the merger of the Puerto Rico Higher
Education Assistance Corporation with the Great Lakes Education Loan

13
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Corporation, with other mergers likely to take place in the coming
years. The Student Loan Fund of Idaho ceased operation on

June 30, 1994, and has merged with Northwest Education Loan
Association. The Maryland Higher Education Loan Program, which
state legislation abolished effective July 1996, is currently seeking an
agency with which to merge. The Mississippr Guaranteed Student Loan
Agency also will merge with an undetermined agency.

To facilitate orderly mergers, the Transition Task Force began visits to
five of the most financially stable guaranty agencies to assess their
capacity and willingness to assume other agencies’ portfolios. The
Transition Task Force also planned visits to agencies that probably
cannot survive another five years to obtain from each a realistic
assessment of their solvency and to provide them with an opportunity to
consolidate with stronger agencies. In addition, the Guarantor and
Lender Oversight staff obtained reports on individual institutional loan
volumes held by each guarantor, giving the Department data to predict
any agency's loss of volume when an institution chooses to participate
in the FDSLP.

Other oversight activities involved closer scrutiny of guaranty agency
activities during AY 1993-94. The Guarantor and Lender Oversight
staff served notice to the Education Assistance Corporation of South
Dakota of the Department's intent to terminate its agrezment based on
significant administrative irregularities, an action that the agency is
appealing. It also required one guaranty agency to restore four million
dollars to its guaranty agency reserves that were inappropriately spent
on state scholarships. [n addition, the Department used the negotiated
rulemaking process to determine a common formula for establishing
guaranty agency reserve levels for all future measures of guarantor
solvency with minimum levels to be enforced beginning in 1995.

The Department also undertook the unprecedented action of establishing
the Transition Guaranty Agency (TGA). TGA is designed to manage
an insolvent agency until another guaranty agency is able to assume the
portfolio. The existence of TGA increases the options available to the
Department and strengthens its position in discussions with guarantors.

The Advisory Committee’s examination of the FFELP during AY
1993-94 was limited by the phased implementation of program changes
and by lack of access to Departmental data conceming the financial
health of guaranty agency system and lender-of-last-resort agreements.
Despite these constraints, the Advisory Committee finds that the
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FFELP shows signs of stability, but believes that the Department must
address shortcomings in its approach to avoid future problems. These
shortcomings are in the areas of monitoring lender withdrawals and
changes in lender policies, ensuring lenders-of-last-resort, and
reassessing the viability of the Narional Studers Loan Data System.

The Department has not established a system to monitor significans
changes in lender FFELP policies and lender withdrawals from the
program.  Access 1o loan capital does not appear to be in jeopardy as
evidenced by the increase in FFELP volume in FY 1994. While
smaller banks may be leaving the program, only one major lender--
NationsBank--has announced a decision to withdraw. However, the
Department believes that FFELP capital will remain in ample supply.
Consequently, it has not established a systematic mechanism to monitor
lender participation or loan access. This could leave the Department
unprepared for market shifts in lender participation and delay delivery
of loan funds to students as institutions search for alternate lenders.

Lender-of-last-resort programs do not appear to be available to all
Studerus. Congress clearly intended that lenders-of-last-resort be
available to all students either through the Student Loan Marketing
Association (Sallie Mae) or the guaranty agencies. The Department
entered into a $200 million agreement with Sallie Mae during the
second quarter of FY 1994 to assure unimpeded access to lender-of-
last-resort loans. Amid sporadic reports from the financial aid
community of access problems, especially for proprietary schools, the
Department has not shared ¢=tails of its lender-of-last-resort plans or
the states’that have approved programs. However, anecdotal
information suggests that a number of states do not have operational
programs because guaranty agencies are concerned about the
Department’s policy to count defauits from these loans against
reinsurance trigger rates, even though the loans themselves are
reinsured at 100 percent.

The National Studen: Loan Data System has yet to become operational.
Congress authorized NSLDS in 1986 to serve as a centralized source of
information about borrowers’ indebtedness and as a management tool to
oversee the FFELP. The reasons for delay ia implementation are
twofold. First, the Department has grafted additional functions to the
project so that the vast amount of data now needed to operate the
system potentially threatens its viability. Second, some required data
are not readily available from the guaranty agencies, which will have to
rely on lenders for data at a time when the transition to the FDSLP and

16
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changes to the FFELP are likely to result in guarantors and lenders
leaving the program. Also, the quality of the data is questionable given
historical problems with tape dump data provided by guaranty agencies
to the Department.

Once NSLDS does become operational, the transmission of the amount
of data necessary to maintain the system is likely to reduce its capacity
for lenders and institutions ta query for information. This may mean
that the system will not be able to perform certain functions, possibly
for years, such as processing Student Status Confirmation Reports and
financial aid transcripts. In this regard, the Department’s development
of NSLDS was not conducted in the context of broader delivery system
issues; nor has the Department created a contingency plan for the
interim, which could include employing existing options.

The Advisory Committee proposes the following recommendations for

improving the Department’s oversight of the FFELP. The Department
should:

L Develop a system to monitor lender withdrawals from the
FFELP and changes in FFELP lender policies that can
affect access to loan capital.

Ensure that a lender-of-last-resont is available to all
students.

Reevaluare fully the planned FFELP dependence on the
National Student Loan Data System to perform loan and
delivery system functions, and develop a contingency that
employs existing options. -

In addition, the Department should take administrative steps to

implement the Advisory Committee’s recommendations to simplify

further the FFELP for students. The Advisory Committee's
recommendations resulting from the Loan Simplification Study provided
concrete steps that could be taken to simplify the program.

Streamlining application documents and processes, minimizing the

number of guarantors and lenders, and standardizing guarantor and

lender policies should be considered as instruments of program
simplification.

Appendix A contains recommendations for the FFELP in combination
with its recommendations for the FDSLP.




APPENDIX A

RECOMMENDATIONS FOR THE FEDERAL STUDENT LOAN PROGRAMS

FDSLP
Program Design and Implementation Activities

L Ensure that FDSLP disbursement rules coincide with the Pell Grant and Campus-
Based programs.

Ensure identical terms and conditions between the FFELP and the FDSLP by
establishing iong-term solutions to certain deferment problems, such as those
affecting borrowers participating in medical residencies.

Systems Design and Implementation

L] Create a comprehensive system design based on the latest technology that
addresses current shoricomings in FDSLP operations.

Make key changes 10 the current FDSLP processing system that assure program
integrity to prevent disbursements from muliiple institutions and loans in excess of
statutory limits.

Reassess the FDSLP's dependence on the Natlonal Studens Loan Data System and
"clarify a contingency plan in the evens that the system cannot perform the
Junctions originally anticipated in a timely fashion.

Modify the PC software and administrative procedures to minimize complexity and
workload for institutions.

Administrative Structure and Processes
[ Improve the timing and the techniques used for institutional training.

L] Improve communication between the Department and institutions currensly
participating in the FDSLP as well as institutions considering participation.

Develop a system to monitor lender withdrawals from the FFELP
and changes in FFELP lender policies that can affect access to
loan capital. -

Ensure that a lender-of-lasi-resors is available to all students.

Reevaluate fully the pli d FFELP depend on the Natlonal
Student Loan Data System to perform loan and delivery system
Junctions, and develop a contingency thas employs existing
options.
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APPENDIX B

LIST OF MEMBERS AND STAFF
Advisory Committee on Student Financial Assistance
Current Members by Class of Appointment
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Aikeo, South Carolina 2980!
- (s v of Education app ) Ms. Vernetta P. Fairley
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Mr. Robert A. Kralg Uaiversity of Soutbern Mississipps
Madison, Wisconsin $3703 Hattesburg, Mississippi 39402
(Secretary of Educaiion appointee) (Secretary of Education appointee)
L]
Dr. William C. Hiss Class of 1996
Vice President for Adaunisteative Serices (Term expires Sepiember 30, 1996)
and Dean of Admissions |
Bates College Ms. Lynn M. Fawthrop
Lewiston, Maine 04240 Director of Finanaal Asd
. (US. Senate appointee) Roger Williams Univeruty
Bnistol, Rbode Island 02805
Dr. Joseph L. McCormick (U'S. Senate appointee)
Executive Director
Alasks C ion on P condary Ed Mr. Thomas A. Butts
Juneau, Alaska 99801.7109 Associate Vice President for
(U.S. House of Represeatatives appointec) Government Relations

Univernity of Michigan

Ann Arbor, Michigan 48109
Class of 1995 (House of Representatives sppointee)
(Term expires Scptember 30, 199%)

Mr. Stephen C. Biklen Mr. Fernando de Necochea
Presideat Director of Finanoal Aid

The Studeot Loaa Corporation Brown Ugiversity

Pittsford, New York 145M Providence, Rhode lsland 02912
(House of Representatives appointec) (Secretary of Education appoiatec)

Ms. Elizabeth M. Hicks
Coordinator of Finanaal Aid
Harvard University
Cambridge. Massacbusetis 02138
(s ry of Education app )

Advisory Committee Staff

Dr. Brian K. Fitzgerald Dr. William J. Goggin Ms. Hope M. Gray
Staff Director Stafl Ecoromist StafT Assistant
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Chairman HOEKSTRA. Mr. Reyer.

STATEMENT OF OTTO REYER, ASSOCIATE VICE CHANCELLOR

AND DIRECTOR OF STUDENT AID, UNIVERSITY OF CALIFOR-
NIA, IRVINE

Mr. REYER. Thank you, Mr. Chairman, Members of the commit-
tee. I'm Otto Reyer, and my position is Assistant Vice Chancellor
and Director of Financial Aid at the University of California,
Irvine. I've been at UCI for 22 years.

During those 22 years, I have seen most of the current financial
aid programs come into existence and some go out of existence. My
testimony todai\; was to focus on the direct loan program, and most
of the people that were here have described exactly what is occur-
ring at the University of California, Irvine. My testimony goes into
a little more detail than that in terms of the actual process for a
student, but I'd like to just give you a little history.

Fifteen years ago I approached a bank here in the United States
to see whether or not we could arrange for them to transfer dollars
directly to the University, and I would FedEx them the applica-
tions. I would guarantee, if the guaranty didn’t come through the
agency, that we would buy back the loan. I'm still waiting for a re-
sponse from that bank, because I was looking for a way to get
{‘(unds to students, because the program was symptomatically bro-

en.

We could not get funds in the hands of students. Twelve years
ago, I discussed with the University whether or not we should be-
come a lender. We could lend to graduate and professional stu-
dents. If we could build a program that worked for graduate and
professional students, maybe we could lend to undergraduates in
this program.

That didn’t work out because of capital, but I've tried all dif-
ferent ways to try and make the process work for students, the rea-
son being it takes under the current program with FFELP for us,
when we were in it, anywhere from 3045 days from the start of
the process to get the student the money, and we were losing stu-
dents during the process.

At one point in 1993, in the fall of 1993, we had to issue 1,100
emergency loans so students could pay fees, because the FFELP
check wasn’t there. Now I understand, it has gotten a lot better,
and I think that's wonderful; because the winner in this game is
the student.

It is not the FFELP program. It is not the Department of Edu-
cation. That’s not why all these people are here. It's trying to get
the student the money so they can go to school. If we don’t have
that, we don’t have the education. We don’t have the things Con-

essman Goodling talked about. We den’t have the things Senator

imon talked about. They're not there.

Let me give you two examples. We have a Regent’s Scholar stu-
dent, our highest honor, comes in and walks on the basketball
team, makes the team, is wonderful, biological—biology student,
who goes through school, does wonderful, plays basketball. His sen-
ior gear, his fifth year, he was a redshirt for one year and was
studying for the MCATS.
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He then decided that his fifth year, because he didn’t qualify for
the Regent’s Scholarship any longer, that he wanted a loan, and he
came into my office, and he said, can I get the loan this year? I
said, what do you mean? He said, well, if I go through the normal
process, the story I heard was it’s going to take 3045 days to get
the loan.

I said, no, we're in a new program. We can get you the loan with-
in 48 hours. He said, okay, I'll take it, he said, because otherwise
I’'m going to have to borrow from my friends. That student was just
accepted at Stanford Medical School. Those are the kind of dif-
ferences we can make when we can service the student.

FFELP is doing that now. They are starting to move on different
things that work to help students, and those are the important

things that we’re about that we need as tools in the financial aid
offices.

Thank you very much.
[The prepared statement of Mr. Reyer follows:]
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Otto W. Reyer
Assistant Vice Chancellor and
Director of Financial Aid

University of California, Irvine

Mr. Chairman and membess of the Committee, Im Otto Reyer and my position is

Assistant Vice Chancellor and Director of Financial Aid at the University of California,

Irvine. I have been at UCI for 22 years.

During those 22 years [ have seen most of the current Financial Aid Programs come
into existence and others go out of existence. My testimony today will focus on the Direct
Loan Program and its comperison of our involvement with the Federal Family Education
Loan Program (FFELP).

In the mid to late 1980's the California Student Aid Commission (CSAC) approached

UCI to be in a pilot program of electronic access and input of FFELP loans to that agency for

guarantee. This process was the pilot for the current electronic process used b, CSAC.

Here is how the process worked:

Student completed a Free Application for Federal Student Aid (FAFSA).

The application would be processed by the private contractor for the

Department of Education.

Tt results were electronically transferred to UCI.
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UCT determined if the student qualified for the FFELP loan.

The student returned acceptance of the FFELP loan.

UCI transmitted (electronically) the data regarding the FFELP loan.

(I would also state that we were one of 10 campuses using the electronic

process. Other institutions had an additional step for students, in that they had

to fill out a separate application and the Financial Aid office had a section that

it had to complete.)

CSAC sent to the student’s home address an application/promissory note.

The student then sent the application/promissory note 10 the bank.

The bank processed the application/promissory note and forwarded a check to

UCL

At the time UCI was in the FFELP Program, this was the most sophisticated

processing of FFELP loans available through CSAC. There were times when students had no

idea where their application/promissory notes andfor check were in this process. Once UCI

sent the data to the CSAC, we were in the dark as to where the paperwork might be.

Student’s would come to our office, many who were very irate, trying to find their check. At
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times it took 30-45 days to locate where the loan was in the processing and if a student had
to pay fees, UCI had to process an emergency loan. In Fall of 1993 we issued over 1100

emergency loans for students whose FFELP loans had not arrived at UCL

I can't tell you the number of parents who called my boss or the Chancellor to

complain about not having their parent ioan to pay the cost of going to the University.

These calls and students coming to our office put a tremendous amount of stress on
my staff. That stress was nothing compared to the stress that was put on the students and the

parents.

Then came the advent of the Direct Loan Program. 1 will tell you up front that the
thought of being able to process loans in our office was so exciting that we were the first

University of California campus to support the con. >pt of Direct Loans.
In dest ribing how the Direct Loan Program works at UCI, the first five steps of the
FFELP loan are the same for the Direct Loan. At UCI, with Direct Loans, the following

happens:

The student is sent a Direct Loan promissory note from UCL

The student sends the promissory note back to UCL
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The student receives the check.

As you can see, the process is tremendously simplified. Should the student or perent
not receive the promissory note, we can instantaneously produce another note, have the

student sign it and produce their check immediately if necessary.

Direct Loans work, they work for UCI, they work for the student, they work for
parents, and they work for the United States Government. In the process of implementing
Direct Loans, we have received great support from the Department of Education. In past
years, that statement would have been an oxymoron. Today it is not. If you call the
Department, they will pick up the phone and answer you in a polite and cousteous manner.

They even return phone calis.

Another key element with Direct Loans, is the Department has contracted with a
private corporation to run the Direct Loan Program. This private 'corpomtién, AFSA, is the
same company that all the major secondary markets and banks use to service the FFELP loan
program. When we cail them with a question, and there have been questions, AFSA has been
very responsive. In any pilot program, and UCI has been involved in most State and Federal
pilots, there are going to be challenges. We knew this when we signed up for the Direct
Loan Program. Every challenge we have faced has been sotved. These solutions have come
fairly easily. The three partners in the process (University, Department, AFSA) have worked

«ell together. The Institutions that are coming onboard in year two of the Direct Loan

-
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Program will face an easy transition into the Direct Loan Program.

The advent of the Direct Loan Program has given UCI the time to meet with students

and counsel them on the appropriateness of getting into financial debt. We would not have

the time if we were sull calling banks, guarantee agencies and sometimes even the post office

to locate a FFELP loan.

Thank you for allowing me to testify and let me invite all of you to visit UCI and see
how the Direct Loan system works at my Institution. Should you have any questions I would

be more than glad to answer them.
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Chairman HOEKSTRA. Thank you very much to the panel. It's
kind of interesting. Does Maine still provide through the private
sector student loans?

Mr. PIERCE. Does it what?

Chairman HOEKSTRA. Does Maine—You said that 20 years ago
or whatever, before the Federal Government got into the busi-
ness—Is that still part active in the marketplace?

Mr. PIERCE. Actually, when the guaranty agency came into being
in 1965 after the Act, the private sector took that money and
turned it over to the guaranty agency as part of the money. So it
continued on, but they didn’t run it anymore. They let the State
agency run it.

Chairman HOEKSTRA. Listening to all the testimony, I'm hear-
ing—I don’t think there is any disagreement that the intent is to
develop as effective and as efficient system as possible. You know,
the last thing we want to do is keep kids out of schools because
of their inability to get a Federal loan.

If we can—banks can process car loans in 48 hours or 24 hours,
and now I hear mortgages in west Michigan at least are going to
be processed in something like less than five days or three days,
it shouldn’t be all that much more difficult to process a student
oan,

I hear that, whether you're in either one of the programs right
now, both programs appear to be working significantly better, one
than what was in place before and one that was working—maybe
than what it was working three or four year ago. The only ingredi-
ent or the only change appears to be perhaps that we introduced
competition into the system.

I'm not sure where that leads me personally, because I hate for
the Federal Government to be running or somehow co-sponsoring
two different programs in the sake of competition. It's an interest-
ing concept, but-I'm not sure how affordable that is in the long run
for us to do.

What kind of—We talk a lot about the students. What kind of
risk did any of the institutions—you know, any of the colleges—
have with either one of the programs? I mean, there is no cost in-
volved other than, what, the level of service that you decide to pro-
vide to your students?

Ms. HoOYMAN. What we have found is actually reduction in costs
for administering under direct loans. In terme of liabilities, we see
no greater liability under the direct lending program than we do
under the FFEL program. Does that answer your question?

Chairman HOEKSTRA. Yes. 1 mean, there is really—That’s the
level of—You have administrative cost. You have the level of serv-
ice that you can provide.

Ms. HOOYMAN. Actually, better service has come about as a re-
sult of the direct lending program. As mentioned in my testimony,
we've really been able to redirect our staff to do other student serv-
ice initiatives that are really better serving our students than
doing a lot of check chasing. So that’s been a real enhancement for

héhairman HOEKSTRA. Dr. Reyer, were you going to say some-
thing?

15;1
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Mr. REYER. I would just say that, the first student to come in
with a promissory note was a medical student this summer, and he
came into my medical school office and said, here’s a promisso
note, now when do I get the check? We said, we’ll have your che(l:?;
in about 48 hours, and he got into an argument with the technician
because he just thought he had had enough lies from the financial
aid office on these loan things and did not believe her.

Because of the direct loan program, she was able to put it in, get
it through Accounting, and get the student the check. Now we've
built a system that they know—students know that it’s 3045 days
to get the check under the old program, because of all the different
things and maturations it has to go through, and we’re talking
about 48 hours.

That’s a gigantic difference with the direct loan program. We
have the same liabilities under both programs, as far as I'm con-
cerned, right now.

Ms. RyaN. I don’t know if that’s completely true. I really can’t ad-
dress the promissory note issue. I just know that under the FFEL
program I have no liabilities on promissory notes on the program,
and I understand that there are not significant liabilities for
schools, but failure to properly execute a note would be a problem,
I would think, under direct lending. '

Ms. HOOYMAN. But there are also tremendous liabilities in check
handling. That was probably one of the biggest liabilities we car-
ried institutionally, was that of handling 4,000 checks and how we
handled that and when we disbursed it, and if we disbursed it late,
did we do it right. That’s where our phone calls were really con-
centrated. So there were great liabilities in check handling.

Ms. RYAN. New initiatives as well—I mean, the ELM system can
provide for automated check deposit. There’s an awful lot of inno-
vations that are out there that would mirror direct lending. I mean,
a number of the same efficiencies that are being brought to cam-
puses under direct lending are available now under the FFEL pro-
gram with some of these new innovations.

Chairman HOEKSTRA. My time is up. I will yield to Mr. Scott.

Mr. Scort. Mr. Chairman, I just have a couple of questions. I
think it was Dr. Ryan who mentioned virtually paper free trans-
actions. Can you describe the old system and the new system in
terms of the paperwork?

Ms. RYAN. Well, under the old system a student would bring in
a paper application for a student loan and turn that in. We would
process that separately from the rest of the financial aid programs
that we would be administering, and then that paper application
would get certified, sent to a bank, then sent to get a guarantor
from the guaranty agency, sent back. Ultimately a check would ar-
rive at the campus, and then the check would be disbursed to the
student.

Under the new method of processing Federal agency loans, we’re
not quite where we want tu be with respect to electronic application
means. We still have to have a separate apglication, common appli-
cation emanating from the lenders, but there’s been tremendous
changes in the way in which we actually process.

It’s folded into our regular student aid processing, the other Title
IV programs we administer. Data is electronically shipped to a
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service bureau. The graranty is obtained. Everything is done com-
pletely electronically, and ultimately a master check arrives at the
campus, which is then deposited to individual student accounts. So
we don’t have the same check problems that we used to under the
old method of dealing with FFEL. So it's a very different process
than it was.

We still have the impediment, though, of not being able to use
FAFSA to apply for the loan. That’s still an impediment for us.

Mr. ScorT. Use what?

Ms. RyaN. Use the Free Application for Student Aid. We still
have a separate process for that.

Ms. HOOYMAN. I think one real impediment that remains is just
the fact that you have the various layers of bureaucracy, and that
is why we opted for direct lending, because again when we are
looking at direct lending, we are controlling it entirely in house.

Almost any model that includes lenders and guarantors will
mandate that the school has to do some type of communication
with those agencies, those outside sources, if indeed there is a
problem of any kind for that student. It’s going to be very difficult
to operate in a vacuum without their input, if there is something
wrong.

That’s been—For Hope College, that’s been the real enhancement
for my student population. When that student comes in with a
question, ] immediately have an answer for him. So I think you can
see here the variety of needs at institutional levels, and it's really
helped us tremendously.

May I add one other comment on a subject—I know that there
are concerns in the area of repayment. I heard Mr. Goodling bring-
ing that to bear. I think it’s a misnomer to think that institutions
are not highly concerned about the quality of repayment and the
collection efforts made on behalf of their students.

When we have graduates coming out of Hope College, it's ex-
tremely important that we have good rapport with those students.
We want them to be good alumni with our institution, and that
was another major reason we went into direct lending, so that we
had one servicer dealing with our students; because many of our
students and parents were very frustrated that their loans were
being sold.

I would have parents who were on my staff at my college coming
in saying, 1 have a Plus loan, and I don’t even know who is holding
it; 1 don’t know where it is; I don’t even know who to pay. That
was why we wanted to get away from in direct lending.

Mr. ScorT. Who do they pay with you?

Ms. HooymaN. Pardon?

Mr. ScorT. Who do they pay? -

Ms. HOOYMAN. The servicer, the Federal Government, one
gervicer throughout the life of the loan. That will be AFSA Cor-
poration, all of the collections occurring through AFSA.

Mr. ScotT. How much contact do you have in this process with
the Department of Education?

Ms. HOOYMAN. My contact has been really stellar this year in
terms of any problems we had. My staff woul call in if we had any
questions or problems. We had immediate responses within any-
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where between 24 and 48 hours. So it’s been excellent in any inter-
actions we've had with them or with the servicers.

Mr. SCOTT. Do you have confidence that the Department of Edu-
cation can respond like that when you go to 100 schools to 2,000
schools?

Ms. HOOYMAN. I realg' believe they are committed to do that.
They have really expanded their staffing. They have assigned ac-
count managers out to all of their regional offices to help us region-
ally to bring up the program. So I think that will be a real en-
hancement for us.

Mr. ScoTT. So youre not concerned about their ability to re-
spond? :

Ms. HooYMAN. To date, I have not been. I see nothing to give me
cause for concern in that area.

Mr. ScoTT. Any other comments? Thank you, Mr. Chairman.

Chairman HOEKSTRA. Phyllis, I might just ask you to look to
your left to see if there might not be any concern about it, because
1 was going to ask Dr. Ryan. It appears that—and Mr. Pierce also
mentioned it in his testimony, that—You know, I think Mr. Pierce
said something like, you know, let’s have the Education Depart-
ment treat both programs fairly and with the same level of sup-

ort.

I think Dr. Ryan mentioned in her testimony the ELM program
which right now—Is it correct that the Education Department is
prohibiting you from using this program?

Ms. RYAN. No, that’s not exactly correct. What we are precluded
from using is an electronic application for financial aid, which the

ELM project fully envisions. They have developed a disk aEplica-

tion that looks exactly like the paper FAFSA form used by the De-
partment of Education, but we are precluded from using that be-
cause of statute.

Now I can'’t speak for ELM and where they may be in their velib-
erations with the Department, but I do know that we would love
to have some better cooperation there with respect to being able to
use some of the technology that the private sector is developing.

Chairman HOEKSTRA. You said by statute. You mean it’s our—
It's a Congressional—It’s our preblem or it’s a rule and regulation
out of Education Department.

Ms. RYAN. Gee, somebody help me with the right term.

Ms. FAWTHROP. It's statutory.

Chairman HOEKSTRA. Statutory. Well, I'm sure Mr. Scott will
join me in offering that in a bipartisan way on the first day of cor-
rections day, that perhaps we can correct tﬂat and, you know, have
the—get the Education Department out from some rules and regu-
lations that we have imposed on them. Yes, go ahead.

Ms. FAWTHROP. Mr. Chairman, certainly, the goal here is to
make the process for financial aid through the Federal system as
simple as possible, but I would caution this committee in that, if

oure going to look at electronic applications, that we look at not
aving duplication and proliferation of competing forms.

Chairman Goodling was a very strong su{)porter of ensuring that
students had the ability nationwide to apply for financial aid. The
Dei)artment of Education is working on ways in which making that
Title IV delivery system process even easier in terms of allowing
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them to apply electronizally. I think the committee would caution
you about having proliferation of the Federal system once again in
terms of the delivery of the Federal Government’s programs.

Chairman HOgKSTRA. Thank you.

Mr. REYER. The concern here more than anything else is that all
of a sudden we get 30 and 40 page applications. Now I'm not say-
ing ELM wants to do that. I know they do not. Okay, but there are
companies and people out there who could have ap lications that
could end up being very, very long and complicate and pushing
students out of the process.

That’s the reason it was put into statute, because some applica-
tions were four or five pages long with 16 pages of instructions,
and all of a sudden, students and parents just threw it up in the
air and said, hey, you're going to work. Forget this college stuff.

Ms. FAWTHROP. The other point, Mr. Chairman, is that the stat-
ute requires the free Federal ag‘plication to be used for algplying for
Title IV. Where the Federal Family Education Loan Program is

etting into the glitches is there’s still a separate loan application
eing required for that program.

If we could lift that.statute of that requirement, then everyone
could use the free Federal application to apply for all Title IV aid,
regardless of whether it was a direct loan or a Federal Family Edu-
cation Loan. So that’s the statute that I would urge you to look at
in terms of having a separate loan application.

Chairman HOEKSTRA. Thank you. I'm not sure what I said to
make you believe that I might be in favor of a 16 or 30 page form.
1 want to make evergthing as eagy for students. I just want—and
1 recognize this emphasis on students, but at the same time it's a
lot of money that somehow we have a responsibility to monitor, to
track, to invest wisely and, hopefully, get some return on it and,
at least in the student loan portion, have it repaid back for us.

That's what we're trying to do and put together a good system.
So I appreciate this panel in providing us with this testimony and
helping us to evaluate different options to be able to do that.

o the committee will be adjourned. Thank you very much.

[Whereupon, at 4:12 p.m., the subcommittee adjourned subject to
the call of the Chair.]

[Additional material submitted for the record follows.]
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PURDUE UNIVERSITY

&

DIVISION OF FINANCIAL AID

ADVISORY COMMITTEE ON STUDENT FINANCIAL ASSISTANCE
Institutional Imperatives for FFELP Simplification
April 11, 1995

Panel Presenter:  Joyce Hall

Purdue Universlty

West Lafayctte, Indiana
Twould lLike to thank you for the opportunity to make comment about the family federally-
insured loan program. I participated in the imp[lementaﬁon of an automated Guaranteed
Student Loan program in our office at Purdue in the early 80's and felt quite prophetic in
saying at a presentation on FFELP: “Elther we|manage the FFELP or it will manage us.”

i

I would like to provide information on my campus. Purdue has 70 percent in-state and 30
percent out-of-state students with an enrollment of 34,000, Seventeen thousand (17,000)
Stafford Loans have been processed this year. Dollars are $50 million in Stafford and $12
million in Parent Loans for a total of $62 million to date. Forty-two percent of
undergraduates borrow and 27 percent of gradusite students borrow. Average debt is $9,721

for undergraduates graduating in 1994 and $14,825 for graduate students.

1102 SCHLEUAN HALL OF STUDENT SEAVICES ® ROOM 308 & WEsT LAFAVATTL, IN 47907-1102
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In today’s college environment we are participating in business process redesign: redefining
our students and families as customers with all the rights and privileges that accrue to that
designation; experiencing dramatic increases in our student loan borrowers; and expected
to gain efficiencics through technology that will allow a more streamlined entry into the
univertity. The focus of today’s panel fits very well with the coneapt of business process
redesign. Of course, my comments today are by necessity from an institutional perspective
of what would make FFELP better for us and for our students and parents.

Family Federal Education Loan Program

1 support the coneept of allowing students and parents to apply for the FFELP via
the FAFSA process. Schools could streamiine the process if all data for a student
application was received at one time via the FAFSA. The school could send all loan
data electronically to one data destination utlizing a common format. The common

data destination could then format according to the nceds of the servicer, guarantor,
or lender.

It is critical that electronic prm use a common format for schools. Large public

universities still process loans from all over the country from all guarantors and a
large number of lenders. A curreat model being discussed called "common linc®
which 1 understand is orchestrated by Sallee Mae and USA Group will allow a school
to send data via the USA Group WhizKid process. 1 believe approximately 30
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xuannmhaveacreedtousethknewpw. As T understand, this process will

dhw%percentofmyloamtobeelewonkauyuammmedﬁomthcmmﬁ
percent.

The “common line® destination will forma the school data and transmit the data to
the different guarantors utilizing the format they need. I believe all guarantary

all loan transmissions. This would allow schools to transmit 100 percent of loans
electronically.

It is imperative that all phases of loan corrections, refunding, and electronic fund
transfer (EFT) be developed to allow sc':hools t0 electronically send this data to
lenders, servicers, or guarantors through a common destination point. One of the
most cumbersome processes for the FFELP is the correction process and return of
loan funds to the Jender or servicer, Inmhnymcgallloanﬁmdsmmberemrned
to the lender with the student having to complete a new application.

Very often loan correction letters are ﬂot received by the lender, servicer, or
guaraator in time to stop and correct the check, As long as the school could transmit
new cligibility for a lesser loan, only the diference should be returned with data sent
olectronically confirming the new eligibilicy,
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Forms, policy interpretations, and general processes should be standurdized.

Yenders, guarantors, and servicers can crexte other ways to differentiate their

guarantor hzs recently told Purdue thoy will not accept cur computer-generated
borrower information that is required u-pm of exit eounsclhgmnthougballt-bo
data they need is reported. Schools should not have to deal with these types of
issues in today’s eaviromment.

Presently we still receive different interpretations of policy from differeat guarantors.
I believe the Department of Education ‘must reassume the role to provide “Dear
Colleague” assistance to schools, lenders, and guarantors to clarify FFELP policy
issues which are causing confusion in the community in a timely manner.

PROGRAM FEATURES

SINGLE SOURCE BORROWING -- I kiow that marny people are advocating single
source borrowing for students, At a large school, I cannot monitor which lender a
student is utllizing. It is impractical and would add & level of bureaucracy, I think
we can encouragé use of one lender, Students should be able to consolidate thelr
loans at the end of their loan period with one servicer, guarantor, or lender to
alleviate this problem.
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INCOME CONTINGENT LOAN REPAYMENT -~ Students under FFELP snd
Direct Lending should have the same repayment options. [t should not necessarily
require that the student consolidate under Direct Lending to receive thi; option.

As most of us agree, much of the complexity of the FFELP program comes from the
regulations and interpretation of regulations. Of ali the aid programs, this program
seems to change daily through continuing interpretations of policy. I urge serious
consideration be given to streamlining the regulations. (All the technology available

cannot sireamline a round program through a square hole.)

As we look to strcamline the FFELP, 1 believe we should not miss the opportunities

currently being implemented. Discussions regarding the National Student Loan Data
Base, a new delivery system, and the Student Loan Clearinghouse seem to be

"oocu:ﬂng without much cross talk among the players. I would urge that these cfforts

include croas functional members and representatives of differing types of institutions
so the breadth of the developruent can be understood and duplication of effort can
be avoided. It is imperative that the department utilize business process re-
engineering principles to reorganize the data flow before designing complicated
System support.
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Good morning.
I appreciate the opportunity to meet with ycu to discuss the
perspectives of lenders on the Federal Family Education Loan
(FFEL) Program. In my remarks today, I will address three

aspects of the FFEL program, which I hope will be of interest to
the Advisory Committee.

First, I want to share with you my thoughts on a major
industry initiative designed to improve efficiency in financial
aid processing called Educational Loan Management (ELM).

Second, I would like to address briefly the perceived
difficulties the student lcan industry has had in securing
cooperation from the Department of Education on working towards
FFEL program improvements and innovations.

Finally, I will share with you some observations on student
loan repayment options and the degree to which recent different
repayment opportunities work to the benefit of student borrowers.

ELM

I would first like to turn to an initiative which I believe
addresses many of the lcan delivery problems this Committee has
identified in the Federal Family Education Loan Program. Our
initiative is called Educational Loan Management, or ELM, and it
both simplifies and standardizes the financial aid process. It
is analogous to an ATM system, allowing standardized input and
output while allowing the schools and borrowers to choose the
financial aid "“partners" (such as lenders and guarantors) they
want. A graphic of the ELM Front and Back-end Data Flows is
attached to my testimony, but I would like to share with you a
very short walk through of the process.

The ELM electronic applicaticn is distributed to students
directly by the financial aid office. Applications may also be
made available through a broadcast system that allows students to
access the ELM application via modem. There is no charge for
applications through the ELM process.

The application contains a series of questions relevant to
federal, state, and institutional financial aid applications.
These questions are determined by the participating schools. The
ELM application embodies an electronic version of the Free
Application for Federal Student Aid (FAFSA). As this Committee
knows, many in the financial aid community believe that universal
availability of an electronic FAFSA would be a major step forward
in maximizing student access to financial aid. I am aware of
reservations some members of this Committee may have with the
production and distribution of the FAFSA in electronic form. I
would urge the Committee to fully explore this option and
recommend solutions to legitimate concerns rather than forming a
blanket conclusion that an electronic FAFSA is not viable.

After the student has completed the ELM application,
signatures are collected on a label on the ELM diskette. Upon
receipt of an application through ELM, the application can be
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processed on-campus or through the ELM Service Bureau. The ELM
Service Bureau will pull off the data elefents relevant to the
FAFSA and transmit this intormation to the Department of

Educat ion via EDExpress in the prescribed ED format. The ELM
Service Bureau will also pull out the institutional data and
transfer it to the campus. It will also pull cut loan data and
hold it until, if and when, the school is ready to process the

loan application.

Under this process, the campus will receive the federal data
via EDExpress. The campus will collect documentation as set
forth in regulations, determine the student’'s financial need, and
award accordingly.

L)

Through ELM, the lender will be notified electronically that
a loan application has been received and will draw this
information down from the ELM Service Bureau. The lender will
obtain an electronic guarantee of the loan, genecate the
promissory note and obtain the student’s signature. The lender
will then notify the ELM disbursement agent that a loan is ready
for disbursement. Disbursement of the loan will be made through
electronic funds transfer (EFT), Automated Clearinghouse (ACH) ,
or individual checks, as the school requests.

Madame Chairman, I believe this process represents a
dramatic leap forward for schools and students. I hope this
Committee will review the efforts of ELM closely and do all it
can to promote the use of this process this year.

I also urge Committee members to review the more
comprehensive desg¢ription of ELM to get a better feel for the
innovations and efficiencies that are brought forward by this new
program. Bank of America and other lenders participating in the
program are very proud of this innovation which was developed
without one penny of federal taxpayer money.

Concerns Regarding Cooperatjon at the Department

In working on the ELM initiatives and discussing other
program innovations being developed within the student loan
industry, 1 have been discouraged by what appears to be an
environment of non-cooperation at the Department of Education.
Many participants in FFEL believe that the ODepartment is
dediczting inordinate resources to the implementation of the
Direct Loan Program at the expense of working on improvements in
FFEL, notwithstanding the fact that literally millions of
students are likely to receive loans through this program for at
least the next several years.

I urge the Advisory Committee to weigh in forcefully with
the Department of Education to urge a higher level of cooperation
with the student loan industry. I also believe that it would be
appropriate for the Advisory Committee to monitor progress on
various initiatives requiring Department of Education approval or
cooperation.




172

Repavment Qpticns: More Complex Than Necessary?

I now would like to turn to the issue of repayment options
in the two federal student loan programs. As this Committee well
knows, the Congress and the Department of Education have
tremendously increased the varieties of repayment options
available to students. As a lender concerned with maximizing
loan repayment rates, the attention to this aspect of student
lending, which is intended to aveoid the incidence of student loan
defauit, has been very welcome.

There are now no less than five different repayment plans
available under the Federal Direct Student Loan Program --
standard 10-year amortization, extended repayment, income-
sensitive repayment, income-contingent repayment, and graduated
repayment. Some of us in the FFEL program have examined these
opticns very carefully, from the perspective of how we might
duplicate them 1in the FFEL program so as .o address the concerns
voiced by some educational institutions regarding comgarability
~f terms and ccnditions. what we have found is that the actual
impact ¢n loan repayment amounts under these options are
virtually identical, creating a question of whether all of the
different repayment options now authorized are really necessary
to provide the flexibility in repayment that is the goal of the
new repayment plans.

As many of you know, the development of regulations for the
income-contingent loan repayment plan through negotiated
rulemaking was an arduous and controversial undertaking. Many in
the school and lender communities questioned whether borrowers
would be well-situated to make an informed chcice about this
option, given the attractive feature of loan paymerts set to
correspond to the borrower’s post-education income. The income-
contingent repayment plan, however, has two major problems, which
are dramatic increases in life-of-the-loan repayment, and loan
forgiveness provisions that trigger an event of taxable income
after 25 years. Both represent nasty surprises that will give
borrowers a sense of being tricked or deceived. As you know, the
regulations were subject to various changes in the course of
negotiated rulemaking and have finally been promulgated in a form
that still is troubling for many individuals.

As an individual involved in consumer credit for 17 years, I
personally am troubled by the inclusion of negative amortization
in the income-contingent loan repayment plan. Regardless of the
extent to which borrowers are counseled on the life-of-the-loan
interest, the actual numbers produced will remain a bitter
surprise for a large percentage of borrowers. I also question
whether we are doing borrcwers a favor by reducing repayment
amounts to a level that, in many cases, may be less than what
the borrower can actually afford.

I also note that when income-contingent loan repayment is
compared to the current option of loan forbearance, including
zero payment loan forbearance, the same benefits, in terms of
paymert relief, can be provided to borrowers in a much more
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customized fashion. This fact has led some lenders and some
schools to suggest that Congress should consider repealing
income-contingent loan repayments altogether, relying instead on
individualized borrower reviews, leading to personalized
repayment plans.

Everything that I have said regarding income-contingent loan
repayment may also be said about the graduated and extended
repayment glans. Both of these plans are even more troubling
than income-contingent loan repayment becauvse of the absence of
periodic checks on the borrower’'s ability to pay. Examples of
loan repayment produced by the Department of Education show that
in the case of a teacher with a starting salary of $30,000 who
borrowed $35,000 to finance her undergraduate and graduate
degrees, a 1l0-year standard repayment plan produces monthly
payments of $414 with total interest paid of $14,700. Under an
extended repayment plan of 20 years, the monthly payment would be
reduced to $280, but total interest paid over the life of the
loan would increase to $32,300. Finally, as a basis for this
discussion, a graduated repayment plan under which payments
increase every two years and are set on a 20 year repayment plan,
initial payments would be $220 per month and would increase to
approximately $400 near the end of the repayment term. Under
this option, total interest paid would be $37,500.

This Committee should recognize thegse increased interest
payments as bad education policy. First, the risk of the Federal
Government is extended by exposing the loan to the contingencies
of the borrower’s death, permanent disability or financial
inability to pay for a much longer period of time,
notwithstanding the fact that the borrower may have absolutely no
need for any repayment relief whatsoever.

More importantly, the extension of the repayment period
1nherent in the two additional options, as well as income-
contingent loan repayment, discourages the borrower from saving
for the college education of their own son or daughter. It also
discourages contributions as an alumni to the school which the
borrower attended. In both cases, this borrower behavior creates
a need for additional student loan borrowing in the next
generation. In no way can this be interpreted as sound education
policy. In fact, the only beneficiaries of such borrower
behavior are individuals who would like the LCepartment of
Education to grow in size and for individuals to be indebted to
their gcvernment as & means of better controlling their
activities.

Extension of repayment terms also extracts a high price from
borrowers in terms of its effect on the ability to obtain other
credit. Continued student loan repayment obligations mean that
affected borrowers will be less able to finance a house or car,
or even a small business. To the extent that the loan would have
been repaid without an extended repayment period, this federal
student aid policy will have only hurt the borrower.

Madame Chairman, I believe the concept of extending loan
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repayment only to the extent necessary to provide the borrcwer
with the repayment flexibility needed to afford payments should
be specifically endorsed by the Advisory Committee.

I also reccmmend that the Advisory Committee undertake, over
the next year, a more comprehensive lock at borrower repayment
options with the goal of radically simplifying them and fully
utilizing individualized counseling of borrcwers. Also, use of
the forbearance option as a substitute for some of these loan
repayment options should be considered. While I believe that
appropriate repayment relief should be provided to borrowers
experiencing difficulty in meeting their loan repayment options,
the Advisory Committee should recommend repayment options that
avoid unnecessary extension of repayment terms beyond the 'y
standard 10-year repayment term that has been utilized in the
student loan programs over the past several years.

It is important to note that over the last few years losses
in federal student loan programs resulting from defaults have -
draratically decreased. These decreases occurred notwithstanding
the fact that the tremendous increase in loan repayment
flexibility enacted in 1993 had yet to be implemented. The
decreases in defaults resulted from better policing of schools,
largely through the provisions of the Higher Education Act that
terminate the participation of high default schools from the
Federal Family Education Loan Program. Although gimilar
termination provisions are not applicable to the Federal Direct
Student Loan Program, I believe that continued progress could be
made in reducing defaults without resorting to overkill on loan
repayment options.

In conclusion, I would like to again urge this Advisory
Committee to undertake a proactive role in monitoring the
activities of the Department of Education with regard to the
Federal Direct Student Loan Program and FFEL Program. Perhaps
more importantly, the Advisory Committee must seek to wrest
control of the student loan debate from parties that seek to
politicize it. 1In this regard, the concepts of borrower
repayment flexibility should be examined critically from the
actual education policy consequences as opposed to how it sounds
in a political speech.

The Bank of America and the Consumer Bankers Association
wo'.ld welcome the opportunity to work with the Advisory Committee
or the Department of Education on reviewiric these matters.

Madame Chairman, I would be happy tc respond to any
questions that you or other members of the Advisory Committee may
have regarding my testimony. CBA thanks the Advisory Committee
for its interest in our views on these important matters.
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_CoALITION FOR STUDENT LOAN REFORM

1875 Coonecticut Avenue. N & Suie 634 8 Washingion, D.C. 20009 = 201/328-0109 = {fax) 202, 328-1163

Testimony to the
ADVISORY COMMITTEE ON STUDENT FINANCIAL ASSISTANCE
April 11, 1995

by
Mark R. Cannon
Executive Director
Coalition for Student Loan Reform

1 wish to thank Chairpersort Lynn M. Fawthrop and the Members of the Advisor; Committee
on Student Financial Assistance as well as Executive Director Brian Fitzgerald .or the
opportunity to testify, on behaif of the Coalition for Student Loan Reform (CSLR), at this
hearing focusing on reform of the Federal Family Education Loan Program (FFELP).

Background

Nine months ago, 'on July 7. 1994, CSLR published program improvement recommendations.
entitled Improving the Financial Aid Delivery System and the Federal Family Education Loan
Program. Our latest proposal was focused primarily on programmatic reforms to simplify
and improve the systems, processes, forms and procedures used to deliver more than

$23 billion in guaranteed loan assistance to approximately 6 million students annually.

The Advisory Committce's own study. issued a year earlier in July of 1993 entitled "Student
Loan Program Simplification: Final Report, ' served as the basis for many of our
recommendations. Later in my testimony, I will relate our ongoing implementation activities
back to the recommendations in your study whick you emphasized in your invitation to

testify.

ER
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The Task Force that developed these recommendations was comprised of professionals from
the financial aid and student lending communities, with one-third of the pane] representing
directly the view of the campus financial aid and business office. We also consulted with
Advisory Committee staff, the National Association of Student Financial Aid Administrators
(NASFAA) and the other major national higher education associations during our work-up.

When we released the report, it had garnered the support of five n-tional education loan
associations--the National Council of Higher Education Loan Programs (NCHELP), the
Education Finance Courxil, the Consumer Bankers Association, the Student Loan Servicing
Alliance and the Coalition of Higher Edacation Assistance Organizations (COHEAOQ). Also,

50 individual education loan organizations endorsed the recommendations.

Lack of Departmental Cooperation

While many of the Coalition’s recommendations involve improvements that organizations can

make on their own and collectively under current law, some of the key provisions require a

reinterpretation of current regulations and the prior approval from the Department of
Education of new forms, policies and procedures.

Sadly, in this area, there is little good news to report.  Senate Education, Arts & Humanities
Subcommittee Chairman Jim Jeffords asked a question point-blank to Governor Madeleine
Kunin at the oversight hearing on direct lending on March 30 about changes that she thought
might be needed to put the direct and guaraniced loan programs on a level playing field and
assure a fzir competition. While she answered that the guaranteed student loan community is
"handling the cornpetition extremely well,” this sidesteps the issue that provisions are not
equal under the two loan programs and the Department gives unfair advantage to FDLP in
the way it administers the two programs.

This is an injustice to the more than 70 percent of schools and their students who, according
to the General Accounting Office, will continue to be served by FFELP this upcoming




academic year and the 30-40 million FFELP borrowers currently in repayment.
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Several standardization initiatives and other reforms the guaranteed student loan community
have proposed to the Department of Education are backlogged and the Department has been
generaily unresponsive and uncooperative in resolving open issues, even when we have used
app_x:ovcd channels such as the Ad-Hoc Standardization Committee to negotiate many of the

fine points and build community consensus before official submission to the Department.

It may be too easy to dismiss this complaint, given the vested interest in the guaranteed
student loan program with which Departmental officials will be quick to charge my
organization. To state the case credibly, I wish to document for you CSLR's own nine-

month old history in dealing with the Department on FFELP reform.

What ensued between the summer of 1994 and now could charitably be described as foot
dragging--months of Departmental delay, indecision and unresponsiveness that have
effectively stonewalled any chance the Department and the guaranteed student loan
community once had to build certain of these program enhancements into the loan delivery
process for me'_l995-96 academic year.

'

1. Beginning early last summer (timed so as not to interfere with the negotiated rulemaking
on direct lending which was winding down by then), we consulted informally with
Departmental staff about our soon-to-be-published recommendations. We sought and
received agreement that the Department would hold FFELP Summit meetings much like

they had becn doing with FDLP. [Exhibit 1]

2. Upon publication of our report. we immediately opened a dialogue with the Department
in a letter dated July 15. 1994. In this letter, we identified seven specific
recommendations in our report that require the Department’s concurrence and
clarification of regulations and administrative policies. We confirmed the Department’s

pledge to hold regular monthly “summit” meetings to discuss FFELP issues and our
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desire to assign a team of experts to work with staff within the Department that could be
appointed to move these prograin improvements forward expeditiously. [Exhibit 2]

On August 5, we received a two-paragraph response from the Department to our July 15
letter, holding out the hope that the FFELP Summits would be the forum to move these
reforms forward. [Exhibit 3]

The first of these Summits was finally convened on October 18. [Exhibit 4] Attended
by more than 30 representatives of lenders, guarantors, secondary markets and servicers
and their respective associations as well as representatives of the broader financial aid
and higher education community, we were anxious to finally have some dialogue on the
issues raised in the July 15 letier. Instead, of discussing our letter, the meeting with
Senior Advisor Leo Kornfeld began with the reading of a complaint letter from a student
borrower and, on this clearly unrepresentative sample of anecdotal evidence, we were
treated to insult and haranguing about the complexities of the current loan program.
Problem exaggeration, rather than problem resolution, was clearly the Department’s
agenda.

’-
Meanwhile, CSLR submitted formal comments to the Department 1 response to a
Federal Register Notice of Proposed Rulemaking on the Federal Direct Student Loan
Program (FDLP) for Year 2 (October 3 letter) and FFELP-FDLP Parity Regulations
(November 7 letter). CSLR's July 15 letter was an attachment to both submissions and
so was the call for the Department to initiate an immediate review of regulatory

provisions to be consistent with congressional intent that the two programs be subject to
"parallel terms, conditions, benefits and amounts.” [Exhibit 5]

The second Summit meeting on November 29 was more successful. At our urging, we
focused in on two proposals, with the particulariy urgency of one issue making it our
highest priority: Use of the FAFSA as the loan application for FFELP. CSLR took




away homework assignments which it dutifully completed weeks in advance of the next
FFELP Summit meeting on February 3. [Exhibit 6}

The third and fourth Summit meetings in February and a special sub-group meeting on

February 17 were as disappointing as the first two Summits in terms of dashing any
hope that the Department would approach them in the spirit they were intended...to

work with us in a concerted way to press ahead on important FFELP reforms.

At the February 23 Summit, we stressed repeatedly the urgency of bringing closure to
the FAFSA data access question and the pending new common application and/or
promissory note. We asked for the same kind of quick response and cooperation that
typified the decisionmaking under FDLP. A follow-up letter the guaranteed student loan
community had promised was sent on February 28. [Exhibit 7] A second follow-up
letter was sent late last month at our initiation as our further attempt to keep the process
moving in the right direction. [Exhibit 8] On some points, the Department has not, and
shows o willingness, to move beyond "problem identification.” The Department even
saw fit to unilaterally cancel our March summit meeting.

[ have gone through this painstaking chronological review to point out an injustice that is

bewng carried out many times over. Let me quickly point to a few proposed simplification

imitiatives backlogged at the Department:

Use of the FAFSA as the Loan Application. The Departmen:'s approval we are
searching for on behalf of a simplified process for schools and stuaents takes two forms:
One is a new common application and/or promissory note submitte) by the Ad Hoc
Standardization Committee and originally drafted by NCHELP that would make full use
of data available electronically from the FAFSA to complete aspects of the loan
application and/or promissory note for the student. Second is the need to make
operational a process outlined in a two-year old Dear Colleague for assuring that any

guarantor designated by the institution (and at the borrower's request) have access to

Q
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students’ FAFSA data electronically. Please note, consistent with the Advisory
Committee’s viev,, our proposal does not expand the FAFSA. Instead, we require that
some additional borrower information (such as references) be collected on the

promissory note (some of which can be preprinted).

The Department’s objections to the draft common application and/or promissory note
included insisting on the continued use of two of three borrower "check off™ boxes to
enable a student to accept or declire such options as deferring their loan while in-school
(2 benefit a subsidized Stafford borrower would be crazy to decline...though some
unfortunately do because they don't understand the question.) The Ad Hoc
Standardization Committee, in its work on the form, had agreed to relegate these
questions to the borrower certification section which, admittedly, does not get read by
most students. But, there is typically one right answer for a student who understands the
question. For some who don’t understand the question or check neither yes or no, the

delays that result from having to contact the student for clarification are more agonizing
than what the issue merits. Iaterestingly, t00, mmg_mg_mg_gng;k_qﬁg_gs_g_

}’_Lqmmmy_ﬂm; Why the double standard?

The Ad-Hoc Standardization Committee has received two written replies from the

Department of Education, the last one--indicating this is their 'final word' on the
subject--just arrived. Their final word concedes little and, needless to say, time has
essentially passed us by for being able to use this improved process for students who
will soon be receiving award letters from their institutions for the upcoming Fail

enroliment and completing loan applications.

Expansion of the Quality Assurance Program (QAP) to provide added relief from
certain regulatory burdens for high performance schools. The reauthorization of the
Higher Education Act (under Section 487A) authorized the Secretary to expand both
regulatory and statutory exemptions, on an experimental basis, for the QAP program.
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This was another priority recommendation in our reform proposal and our July 15 letter
to the Department. We recommended 14 exemptions: the Department asked us to pare
this dow 1 to our top six. Taking our cues from the financial =i community. we did.
On February 3. the Department gave verbal assent to three. But, no ‘official action has
been taken on a single one as yet. Three out of 7.000+ plus regulations is really

starting out small. but many would welcome any progress in this area.

Common Loan Consolidation Note. This was submitted by the Ad-Hoc

Standardization Committee on March 22. 1994. Like many of the forms NCHELP and
the guaranteed student loan community have developed for the student loan program.
this one has been adapted by the Department and 1s in use for the Direct Loan
Consolidation program now. Approval of the form for FFELP continues to be withheld.
Preliminary word coming back is that the Department may require two scparate
applications to separately consolidate a student’s subsidized and unsubsidized loans.

This is burdensome and confusing for the student. and somewhat defeats the purpose of
consolidating into cne loan. The Department’s direct loan servicer is working from one
application and internally keeping two separate accounts for consclidated borrowers who
have both subsidized and unsubsidized loans. The Standardization Committee has
proposed the $ame process for FFELP but are being warned that the student may forfeit
the subsidy in this event. This is another example of an unacceptable disparity between

programs to the potential detriment of students.

Status of the 1992 Regulations. Soon after Secretary Riley took office, he did the right
thing in suspending the enforcement of 1992 regulations developed for the FFEL
program which contained many errors and inconsistencies from trying to incorporate
changes made to the Higher Education Act during the 1986 and 1992 reauthorization and
a half-dozen other pieces of amending legislation enacted in the intervening period. But.
two years later, these regulations (on which all subsequent regulatory packages have

been based) have not been clarified and remain "effective but not cnforced.” This
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creates confusion, but also forestalls universal application of additional simplified

provisions for students that were part of this comprehensive regulatory package.

The true point I want to make to this Coramittee can perhaps best be made if we turn the
tables. Let's pretend, for the moment, that the situation is reversed. There exists a
competition between the guaranteed student loan program and a new direct loan program.
But this time, Congress in 1993 was not skeptical, t;ut a forceful advocate fer direct lending
against unrelenting opposition from an Administration that campaigned on reforming the
public-private partnership but maintaining, more or less, the present program structure.
While, the compromiss legislation called for a test of the direct loan concept, the )
Administration manag:d to negotiate final legislaiive language that ieft the Secretary broad
discretion over its implementation (with no exacting requirements, for example, to negotiate
ruies with the community). Indeed, the legislation was pevopered throughout with words like
"maintaining a private sector cole” and the like. Upon passage of the legistation, a united
(not a divided and skeptical) school community worked cooneratively and came forward to
the Department of Education with, not simply ideas, but clear proposals and drafis of forms
and policies for implementing direct lending.

Now. do you think it is possible under these circumstances that the Department of
Education--using its adminstrative discretion, the vagueness of *he statute, loopholes in the
law, legal fine points, its discretion in the ailocation of budget and staff resources, and the
"bully pulpit"--could have frustrated the intent of Congress and delayed the effective
implementation of direct lending for several years while in the meantime it uscd some of the
same discretion, vagueness, and loopholes available to it to move forward aggressively on its
desired agenda of reform of the existing program?

I believe it could. Neither the real present-day situation nor this fictitious scenario, though,
is proper for an agency of the federal government charged with the administration of gl]
federal student financial aid programs.
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The Administration and the Degartment of Education have made it clear in word, deed and in
proposals it continues to advocate to the Congress that it favors 100 percent replacement of
the guaranteed student loan program with direct lending. In its passion--including the
Department used to refer to employees it had reassigned to work on direct lending as its " &
Team" (imagine the not-so-subtle message that sends to staff bent on advancement)--the

Department has lost its objectivity.

There is a “can do” approach to the Department’s implementation of the direct loan program.
which we do not begrudge them. The Department, however, should be the unbiased
administrator seeking to improve the effectiveness of all programs serving students.
especially one the size and scope of FFELP. Where is their “can do” approach when it
comes to improving FFELP?

Lack of FFELP-FDLP Parity in Regulations Impacting Student Borrower Benefits.

Combined with the previous examples [ have given, [ wish to provide this Committee with a
summary list of 23 key program differences between FFELP and FDLP regulations that
impact student horrowers directly. In virwaily ail of these cases. the Depariment is offering
improved terms, streamiined procedures and/or less paperwork and documentation burdens
for students served under FDLP than under FFELP.

CSi R. NCHELP and others brought many of these disparate rules and regulations to the
Department's attention in comments on draft conforming regulations the Department issued

on October 7 in their attempt to make the regulations under FFELP conform with regulations

negotiated for Year 2 of direct lending. This list of 23 program differences was prepared by

members of our Implementation Task Force based on a review of all final published
regulations and other Departmental guidance in effect for the two loan programs. including

the final conforming regulations published on November 29.
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I remind this Committee of a provision in the Higher Education Act, as Amended--Section
455(a)--which calls for “parallet' terms, conditions, benefits and amounts” between the two
loan programs. It should be clear what Congress' intent is here. Let the evaluation of the
two loan programs be a comparison of service, effective use of technology and program cost

efficiency, not artificial barriers raised to the offering of identical program benefits for

students.

The guaranteed student loan community is working in a concerted way to improve the

financial aid delivery and loan servicing processes. There is ample evidence in the statute,
such @s Section 432(1}(1) on standardization in the Higher Education Act Amendments of
1992 to tell us that this is what Congress wants. While we have not always been uble to
move beyond being competitors in the marketplace, in more recent years there has been
considerable time and talent devoted to working collectively on reforms for the common
benefit of everyone. most importai .iy students and schools. Our major obstacle today is that
our fiercest competitor--a predator who wants the market all to uself--also happens to be our
regulator. This is not an inconsequential obstacle. Indeed, how well could MCI compete if
it was regulated by AT&T?

This dynamic is unavoidable. However, Congress has charged this Committee to “advise the
Secretary and the Congress on the operation of the Federal Direct Student Loan Program and
the Federal Family Education Loan Program™ and ultimately to make "final recommendations
on the advisability of proceeding to full direct lending.” (H. Rpt. 103-213, p. 454)

This Committee can help assure that there is a fair evaluation, proper attention being paid to
simplification of both loan programs and adherence to parallel terms, conditions, benefits and
amounts for the equal benefit of all students. CSLR urges this Committee to invastigate the
issues discussed above and raised by cther members on this panel that speak to an improper
management bias that we believe is clearly in evidence at the Department.
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Program Features

I wish to offer some comments on behalf of CSLR related to issues raised in your letter of

invitation on remaining areas of FFELP reform identified by the Committee.
Single Source Borrowing

The CSLR reform proposal addressed this concern head-on in Part D of our report. All
FFELP participants should work to ensure that students are served by only "one guarantor,
onc lender, one holder” throughout their schooling and by one servicer throughout their
repayment. Until the National Student Loan Data System is fully operational (and
information on a student’s prior lender and guarantor can be automatically retrieved), an

intermediate process 1s tiecessary.

This intermediate approach entails a guarantor searching its records for a previous guaranteed
loan when a prior loan is indicated. When the lender is different on two applications, the
guarantor contacts the student and the institution to effectuate a change to ensure the same
lender/guarantor/holder combination on all loans. In cases involving transfer students or
mergers of guaranteed loan program agencies and similar circumstances, the guarantors

involved will assure a "split holder/guarantee” situation is averted.

As your letter of invitation presumes, a major benefit of this approach is that students can be

assured a single payment and the lowest payment possible when the repayment period begins.
Standardized Terms and Conditions
My earlier testimony addressed the need to assure equality of tenins and conditions between

FFELP and EDLP. In terms of standardizing terms within FFELP, we nced to herald the
great progress already made through statutory change. The Supplemental Loan for Students
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has been replaced by the unsubsidized Stafford loan. Thus, students now apply for a
Stafford loan and their need determines the level of subsidy.

A further reduction in the diversity of programs was achieved by converting all loans from
the 8%/10%interest rate to a variable interest rate. Additionally, all new loans are now

being made as variable interest rate loans.

The greatest potential source of confusion remaining for student borrowers is the variety of
repayment options and how to compare the relative costs and benefits of each. Standardized
formulas and disclosures can be most he:pful in this regard, as well as the availability of one-
on-one student loan debt management counseling. Along these lines, I am pleased to report
that our Implementation Task Force is nearing completion of a nationwide formula for the
Income Sensitive Repayment Plan (ISRP) for which new Department-approved rules go into
effect on July 1.

Even though laboring under a ten-year FFELP repayment rule, this makes full use of special
five-year forbearance rules and graduated repayment provisions established undcr ISRP to
allow students to structure their payments so that payments will range from 4% to 15% of
the borrowers morithly gross income, depending on the debt to income ratio. This approach

also assures that at least interest is paid. thus avoiding negative amortization.

The Department has acc  tely characterized our position--and, more importantly, that of the
financial aid administrators who we consulted who were most adamant on this subject--as
favoring ISRP over the Income Contingent Repayment Plan (ICRP) developed for the direct
loan program that can lead to the build up of substantial "capitalized interest” debt. We also
find ISRP preferable because of its reliance on self-reported borrower income that spares the
student, and the student’s employer, from any involvement with the IRS to verify income
data or to collect the loan. For the sake of simplicity and consistency, ISRP should have the
maximum 25-year repayment option allowed under ICRP. Additionally, the provision under
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FFELP prohibiting any graduated payment from being more than three times the amount of

prior payments should be eliminated.

Indeed, what has disturbed me in the Department’s promotion of ICRP is the little attention
they are paying under direct lending to offering the borrower-friendlier option of a
forbearance for those who are only in need of short-term relief from their repayment

obligation.

Interestingly, the full effect of the increased single source borrowing and the introduction of
income-sensitive repayment options is a potential lessening of the need for students to enter
into a Loan Consolidation program. Many students no longer have to consolidate their loans
to achieve a single payment and more flexible repayment terms are available, offering
advantages over a 25-year loan consolidation. This is a trend worth celebrating, as loan
consolidation should not be for everyone, notwithstanding the elimination of the minimum

balance requirement. Use of this option needs very careful monitoring, especially as the

Department moves aggressively forward with its Direct Loan Consolidation plans.

I appreciate this opportunity to testify and will be pleased to answer any questions you may
have. Thank you.
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Lack of FFELP-FDLP Parity in Regulations Impacting Student Borrower Benefits

The following is a summary listing of 23 key areas of difference between regulations in
effect for the Federal Family Education Loan Program (FFELP) and the Federal Direct Loan
Program (FDLP) impacting student borrowers directly. In virtually all of these cases, the
Department is showing an improper management bias offering improved terms, streamlined
procedures and/or less paperwork and documentation burdens for students served under
FDLP than under FFELP. This is notwithstanding a provision on the Higher Education Act,
as Amended--Section 455(a)--which calls for “parallel terms, conditions, benefits and
amounts” between the two loan programs.

° Application Process

1. FDLP utilizes the FAFSA as the loan application; ED continues to require a FFELP
loan application with redundant student data. EFT, deferment, and capitalization
authorizations are currently required on the FFELP application but are merely
disclosed in FDLP. ED has only agreed to permit the EFT authorization to be a part
of the borrower certification for the next FFELP Common Application. Separate
authorizations will continue to be required under FFELP for deferment and
capitalization.

Deferments

FDLP borrowers who have outstanding FFELP loans made prior to 7/1/93 are

eligible for any of the pre- 7/23/92 FFELP deferments, as well as FFELP deferments
for new borrowers on/after 7/1/93. For example, a FDLP borrower could receive 2 §
year ur'ngmploymcnt deferment (2 under "old borrower” and 3 under "new borrower").

FFELP deferments are borrower-based. For example, a borrower who uses the full 3
year unemployment deferment, renirns to school, obtains new loans, and subsequently
becomes unemployed cannot defer the new loans on the basis of unemployment.
Conversely, prior deferment usage under FFELP is not transferred to FDLP.
Therefore, the borrower who uses the maximum deferment periods under FFELP and
subsequently obtains a Direct Loan would be able to obtain the full deferment period
again, including deferment of any FFELP loans consolidated under FDLP.

Documentation - FFELP documentation requirements to establish deferment eligibility
are extensive and onerous, especially in the case of scldom utilized deferment
categories. FDSL has no documentation requirements.

Deferment Period - FFELP has a 6 month backdating limitation; FDLP has no
limitation on backdating.

Default - Under FFELP, a defaulted borrower forfcits deferment entitlement. FDLP
has no restriction on extending deferments to defaulted borrowers.

Q

ERIC

PAFullToxt Provided by ERIC




Forbearance

FFELP requires a written agreement; FDLP does not. FDLP forbearance periods are
for 1 year but may be renewed (with no limitation) at borrower request; FFELP has 1
year limitations and requires borrower contact every 3 months. Renewals under the
FEELP would require a new form. Under FFELP, forbearance while the lender is
attempting to obtain documentation establishing death or disability is limited to 60
days; FDLP has no limitation. Under FFELP, forbearance is limited to principal:
permits principal and interest to be forborne.

Repayment

8. An income-contingent repayment plan (ICRP) is available only under FDLP. FFELP
borrowers have the option of an income-sensitive repayment schedule, but terms are
not comparable to ICRP.

9. First payment due date - FFELP Stafford loans must have a first due date within 45
days of entering repayment. FDLP state payment is generally due within 60 days.

10.  FDLP permits negative amortization, which is prohibited under FFELP.

11. A very restrictive rule is imposed in FFELP graduated rcpayment plans which
prohibits establishing any payment that is more than 3 times the amount of prior
payments. This severely limits flexibility.

12.  ED has stated that a FFELP borrower who combines two payments may not have the
payment applied to future payments. In other words, if the payment amount is $50,
and the borrower pays $100, the double payment may not be applied to cover the next
two months installments but rather would only be applied to the current payment due.
A payment would again be due the following month. FDLP permits advancement of

the due date.
Consolidation
The interest rate under FDLP is variable; FFELP interest rate is the weighted average
of loans rounded up 1o the nearest percentage point. This could help the FFELP
borrower in some interest rate environments and hurt during other periods.

14.  FFELP borrowers cannot consolidate FDLP under FFELP.

15. Under FFELP, loans with diffetent interest subsidy benefits must be consolidated
- together, resulting in forfeiting interest benefits on subsidized loans. FDLP
consolidates them separately, thus retaining interest benefits on subsidized loans.
L]
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FFELP borrowers must be in their grace period or in repayment in order to
consolidate. FDLP permits consolidation while in school.

FFELP borrowers must forfeit the in-school and grace status upon consolidation.
FDLP Consolidation retains the in-school and grace period.

FFELP repayment length is based upon debt: FDLP repayment length is based upon
the repayment plan selected.

FFELP defaulted borrowers must make three payments to be eligible for
consolidation. under FDLP, no payments are necessary if borrower selects ICR.

Participation

100% FDLP schools are considered non-participating in FFELP. This implies that,
upon withdrawal from FDLP, an institution would have to reapply to the Department
for FFELP participation. During negotiated rulemaking, we were assured that an
institution’s withdrawal from FDLP would not require re-application to FFELP,
However, the Secretary has notified agencies the 100% FDLP schools are not eligible
for FFELP.

Disbursement

FDLP Joans may be disbursed in a single disbursement if more than haif of the luan
period has expired; this is prohibited under FFELP., FFELP disclosures must be

provided to the student at or prior to disbursement; FDLP disclosures are provided
after disbursement. FFELP lenders are not provided the authority to credit guarantee
fees for disbursements returned by the school more than 120 days after disbursement:
FDLP directs that all such fees be returned.

Counseling Requirements

FDLP permits schools to adopt alternative counseling methods with performance
measures for effectiveness.

Aggregate limits

Under FFELP, if an undergraduate student does not borrow the full undergraduate
loan aggregate amount, obtains loans for graduate srudy and subsequently returns to
undergraduate study, the student may continue to borrow up to the undergraduate
maximum. Department staff announced at the recent NCHELP Default Management
Conference that this is not permissible in FDLP, and ED will issue a Dear Collcague
letter rescinding this benefit to FFELP borrowers.
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TESTIMONY TO THE ADVISORY COMMITTEE
ON STUDENT FINANCIAL ASSISTANCE

APRIL 11, 1985

Good morning, my name Is Carl Dalstrom and | em Senior Vice President for Guarantor
Operations at USA Services. Thank you for Inviting me to tell you about Improvements that have
been made to the FFELP. USA Services is an affiliate of USA GROUP, headquartered In
suburban Indianapolis, Indiana. It processes appiications for guarantee and performs other
activities under the Federai Family Education Loan Program on behaif of twelve guarantors,

including USA Funds. We are what is known in the industry as a "guarantor servicer.”

USA Services' mission is to provide the highest quality, cost-eflective, guarantee processing
services and products to our guarantor customers for the benefit of the students, schools, and
lenders that depend upon them. In order for that mission to be a reality, we must constantly
improve and update our systems, services, and products, so that the guarantors can meet the

changing needs of their customers.

Wa are proud of our pest pioneering efforte thet heve aiready put many students and institutions
ahead of the game with electronic ioan applications. services that save schools time and money,
and state-of-the-art customer assistance. Even €0, direct lending has been a wake-up cail for us,
and we have responded by significantly improving the way we do business to give financial aid
administrators what they‘ve told us they need: more campus control of the student loan
process without increased cost, work and liability. Financia! aid administrators aiso want to
minimize complexities that are associated with the intermediated, multiple player environment of

the FFELP.

In responsae to their expressed desires, USA Services and others began intensifying dialogue

A
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with financial aid administrators. These talks have helped clarify for guarantors and their
servicers how best to improve the FFELP. Inthe past 18 months, guarantors and their servicers
have translated suggestion into actior.I. At USA Services, we didn't just apply small changes
here and there. We overhauled our student loan delivery system from top to bottom to give

financial aid administrators more control, and more flexibiilty to obtain the services that best fit
thelr specific needs, with a focus on simpiification.

In order to provide more control to the financial aid administrator, USA Services has already
impiemented significant improvements inciuding:

- Providing significantly raster turnaround on a¥ loan transactions. The time it takes
to process most transactions at USA Services has been cut in half or better. For
example, we can now disburse an FFELP loan in less than 48 hours from the time the

application is received. We can, through a service called “Express Loan," approve a loan

for disbursement on the same day when rapid tumaround is needed. When a status

change must be made quickly, schools can call a toil free number and have many of

those changes made immediately. This has been accomplished despite the biggest

surge in loan volume in the nation's history.

GNing financlal aid administrators easter and more Umely accees to information
about their borrowers. For exampie, we provide an on-line linkage to USA Services'
computer system so that the financlal aid administrator can easlly and quickly answer

students’ questions about the status of their loans.

Making our services more accessible. We have expanded our stafl and extended

available hours of our customer assistance personnel.
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[ Simplitying for fir iel aid adminietretors the pr of meking chengee to

atudent foane, once they ere guerenteed or diebursed. Last year, we expedited the
processh_wg of many of these changes. This year we will Impiement improvements that
will make the process less cumbersome, and next year we plan to give financial aid
administrators direct control of this process by providing the abiliity to make these

changes without our Intervention.

Reducing the workioad of finenciel eid staffs. Last year, we introduced a process

called "Full Circuit”, which allows financial aid administrators to rely on USA Services to
secure completed promissory notes from students and forward them to lenders, freeing

schools from having to handle a paper student loan application or promissary note.

Providing ways for financial eid officers to integrate FFELP proceasing with the
reet of the work they do. For example, we are building interfaces between our school-
based ioan processing software, and software on the campus used to process other types

of financial aid.

in sum, we believe we have found several significant ways to give financlal ald offices more
control over the process without increasing their workioad, cost or liability. Eliminating the
disadvantages associated with multiple players is quite frankly more difficult because it requires
industry-wide cooperation and solutions. In the past 18 months, the industry has come together
in ways that many thought would never happen. it has overcome proprietary interests to develop

common forms and data formats, policy and procedure manuals, and consistent responses lo

servicing questions. We are accomplishing aii of these improvements for one reason—to

simplify the process for the school and the borrower. In addition to these efforts, industry

Page 4

PAFullToxt Provided by ERIC



196

consideration.

tam primarily here today to describe for you the most recent development—a development that

offers solid evidence that the industry is forging partnerships to eliminate the barriers associated
with muitiple players. it is called the

"FFELP CommonLine Network™. At the urging of the
fi

nancial aid community, the idea behind Commont ine was developed by USA GROUP and

Sallie Mae in January of this year. Already embraced by the National Council of Higher

Education Loan Programs (NCHELP), it appears that CommonLine will soon be offered by all the

guarantors in the country. As a result, CommonLine has generated a great deal of excitement
among fi

nancial aid administrators across the country,

To understand the significance of CommonLine, one must first consider the situation that existr

loday. Schools typically dea! with muitiple lender

s and guarantors, and therefore multiple

deslinations where they must send loan applications, and from which they receive information
aboul those applications.

Itis usually not practical for these schools to build multiple and varied

electronic interfaces Therefore, a school that wishes to process loans electronicaily wiil typically

pick one guarantor, lender, or servicer to transmit joan applications in this way. All other loang
are handled manually,

providing both the school and the student with 3 Jess effective and

certainly slower method of having those loan applications processed

Page 5
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CommonLine provides for & standard electronic student loan deilvery system which will greatly
simplify loan processing for schools by providing them a single method to process FFELP loan

applications and gain electronic access to any guarantor, lender of servicer.

CommonlLine is analogous to banking's Automated Teller Machine (ATM) networks, which allow
you to transact business with your choice of hundreds of banks, using one machine and one
process By taking advantage of common file formats deveioped and finalized in the last few

weeks by NCHELP, schools will be able to tap into a single network using their existing software

product (with minor modifications) to exchange application and guarantee information with any

participating guarantor or lender. Schools simply transmit the application data to the {ender or

guarantor of their choosing using CompuServe mailboxes, and they get the response they need

delivered into their electronic maiiboxes.

The advantages to the schools and students are obvious. CommonLine provides schools an
inexpensive way for them to process FFELP applications essentially in the same way for all of
their students, for any participating tender or guarantor the students choose. Schools pay only
for their CompuServe subscription and minimal data transmission charges; use of the
CommonLine Network is otherwise free. Further, it aliows schools and students to continue to
reap the benefits of choice without the hassie. Schoots can select the lenders or guarantors thet
provide the highest quality services for their students, and advise those students accordingly. 1t
also allows students to choose lenders that best serve their needs. The schools will be able to

accommodate these choices more effactively because the complexity associated with

communicating with muttiple parties will be gone.

Providing you an example may be the best way to describe how CommonLine works:
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With CommonLine, schools will be able to ugs software packages such as WhizKid,
which i USA Services loan appilcation entry and transmission software on a PC, to
create all loan applications for their students and electronically transmit those loan
applications, in a common format, to the CompuServe mailboxes owned by any and all

participating lenders, guarantors, or servicers.

The participating guarantors, lenders, and servicers will pick up these data from their

mailboxes and perform their usual loan processing functions, after which they will send
information about those applications (e.g., dollar amount guaranteed), in a common

format, to the school's mailbox in CompuServe.

The financial aid administrator will use WhizKid to pick up that application status
information from the school's CompuServe mailbox and process all such data the same,

regardiess of the source.

The most significant change to emphasize here Is that, for the first time in WhizKid's history, It
can be used to process loan applications for any guarantor, even if that guarantor has no
contractual relationship with USA Services, and even though that guarantor or guarar.tor servicer

is @ competitor of USA Services, or of one of its guarantor customers.
1
Other guarantors throughout the country pfan to similarly modify their school-based software to

support CommonLine, and atlow it to be used to process loans for any guarantor and lender. A

simple, open, standard method means better. faster service for schools and students
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We expaect that CommonLine will be operational for the 1995 lending season. For example,

WhizKid will be modified to communicate in this way in less than 30 days from now.

We are convinced that CommeonLine will provide a major breakthrough in the industry’s efforts to

improve the FFELP delivery process for schools and s’ udents. We are aiso convinced that

CommonLine is the foundation for ihe industry to bring many more exciting improvements to the
financial aid community in coming years. Our role in a changing student-aid environment is to
keep options open for schools and keep access open for students CommonLine does just that,

and we are committed to making it work.

Thank You. | will be happy to answer any questions you may have.




Repaying Federal Education Loans
How Much Will It Cost?

A borrower's total pay